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FUTURES  TRADING  PRACTICES  ACT  OF  1989— 
S.  1729 


TUESDAY,  OCTOBER  17,  1989 

U.S.  Senate, 
Committee  on  Agriculture,  Nutrition,  and  Forestry, 

Washington,  DC. 
The  committee  met,  pursuEint  to  notice,  at  9:3S  a.m.,  in  room  SH~ 
216,  Hart  Senate  Office  Building,  Hon.  Patrick  J.  Leahy  (chairman 
of  the  committee)  presiding. 

Present  or  submitting  a  statement:  Senators  Leahy,  Harkin, 
Conrad,  Fowler,  Daschle,  Kerrey,  Lugar,  Cochran,  Boschwitz, 
McConnell,  Bond,  and  Gorton. 

STATEMENT  OF  HON.  PATRICK  J.  LEAHY,  A  U.S.  SENATOR  FROM 
VERMONT 

The  Chairman.  Good  morning.  I  must  say,  this  hearing  room  is  a 
little  bit  more  difficult  to  get  i^ed  to  them  our  normal  Agriculture 
Committee  hearing  room.  But  we  thought  we  would  meet  here  in 
honor  of  our  former  colleague.  Senator  E^leton.  Also,  we  found 
that  we  didn't  have  enoi^h  seats  in  the  committee  hearing  room. 

I'll  be  very  brief  in  my  opening  statement  because  we  have  a 
number  of  things  to  cover.  Senator  Li^ar  will  be  here  later.  He  is 
at  another  matter  that  he  cannot  get  out  of  right  now. 

During  this  past  year,  regulation  of  the  futures  industry  has 
lurched  from  crisis  to  crisis. 

We've  seen  a  "sting"  operation  exposing  widespread  fraud  in  the 
trading  pits,  a  CFTC  report  criticizing  audit  trading  systems,  and  a 
soybean  emergency  exploding  in  July. 

The  system  has  simply  not  worked.  Rules  have  been  ignored;  cus- 
tomers have  not  been  protected. 

Without  the  public's  trust,  futures  markets  cannot  function. 
They  cannot  serve  the  needs  of  our  country. 

This  unique  American  institution  stands  in  serious  danger  of 
being  changed  unalterably  and  for  the  worse. 

We  cannot — and  will  not — tolerate  abuses  of  the  system. 

Criminals  will  be  punished.  Weak  laws  will  be  strengthened.  Law 
enforcement  officials  will  be  given  the  tools  to  crack  down. 

S.  1729,  introduced  by  myself.  Senator  Li^ar,  smd  Senator 
Kerrey,  is  a  tough  bill.  It  demands  tough  solutions  for  tough  times. 

With  Senators  Lugar  and  Kerrey,  I  plan  to  move  this  bill  on  a 
fast  track.  We  introduced  it  2  weeks  ago;  we  plan  to  move  it 
through  the  Senate  this  year. 
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Tod^%we  are  here  to  discuBs  that  legislation.  We  cannot  finish 

this  CFTC  reauthorization,  however,  without  examining  last  Fri- 
day's stock  market  plunge. 

For  this  reason,  1  have  sent  CFTC  Chairman  Wendy  Greunm  a 
letter  asking  her  to  analyze  last  Friday's  events,  paying  particular 
attention  to  the  cooperation  of  FedereQ  and  exchange  ofhcials,  re- 
forms instituted  after  the  1987  crash,  and  the  financieil  int^rity  of 
the  markets. 

The  report  from  the  Chairman,  of  course,  will  be  of  great  help  to 
this  committee. 

We  will  enter  the  prepared  statements  of  Senators  Lugfir  and 
Harkin  at  this  point  in  the  record. 

[The  prepared  statements  of  Senators  Lugar  and  Harkin  follow:] 

A  U.S.  Sknatob  Fkou 

Mr.  CKAntiiAN.  Last  week  we  introduced  S.  1729,  the  Futures  Trading  Practices 
Act  of  1989.  This  bill  represents  the  most  signiiicant  reforms  of  the  Commodity  Ex- 
change Act  in  the  15-yeuhi^ry  of  the  Commodities  Futures  Trading  Commissioti. 

The  bill  provides  the  CFTC  with  the  tools  and  enhanced  regulatoi?  authority  to 
monitor  tradiof  octivi^  on  the  floors  of  the  various  commodity  exctokogee  and  to 
take  strong  action  to  deter  and  hopefully  eliminate  trading  abuses.  Strong  penalties 
of  (600,000  and  greater  are  designed  to  encourage  compliance  with  CFTC  dii«ctivee. 

It  is  important  to  creat«  a  regulatory  environment  Uiat  will  ensure  that  the  U.S. 
markets  continue  their  international  preeminence  in  futures  trading.  The  U.S.  mar- 
kets are  a  vital  element  to  risk  transfer.  Futures  markets  are  a  vfdu^le  national 
resource  and  as  such  must  be  maintained  and  protected. 

But  to  the  investors  tiiat  use  these  markets,  the  chief  issue  is  confidence  and  in- 
tegri^  in  the  maAet.  Corruption  and  market  manipulation  of  the  magnitude  noted 
in  the  FBI  investigation  severely  damages  any  perception  of  market  integrity  and 
undwmines  investor  confidence  in  these  markets. 

In  order  to  protect  and  rm»i«t^iin  these  markets,  the  goal  of  this  committee  is  to 
fiister  a  trading  environment  tiiat  is  of  unquestioned  integrity.  Only  Uien  will  the 
public  rrminfatin  the  Confidence  necessary  to  continue  the  U.S.  leadership  in  the 
worldwide  futures  trading  arena.  Only  then  will  the  Commodity  Futures  Trading 
Commission  maintain  the  int«gri^  to  remain  the  chief  r^ulatory  body  of  the  fu- 
tures industry. 

Mr.  Chairman,  I  look  forward  to  hearing  from  today's  witnesses.  Various  s%- 
ments  of  the  futures  industry  have  raised  concerns  about  provisions  contained  in 
the  bill,  in  particular  the  provisions  dealing  with  the  audit  trail  and  certain  penal- 
ties. I  welcome  the  opportuni^  to  hear  those  concerns  specifically  and  in  detail. 


Prefaked  Statimsnt  of  Hon.  Tom  Habxin,  a  U.S.  Senatob  From  Iowa 
Thank  you  Mr.  Chairman.  I  don't  need  to  recount  the  troubling  events  in  the  fu- 
tures markets  this  year.  We  all  are  familiar  with  them.  The  message  that  comes 
through  loud  and  clear  is  that  there  are  serious  pn>blems  and  that  farmers,  custom- 
era  and  the  pubhc  are  entitled  to  answers  and  solutions.  I  commend  you  Mr.  Chair- 
man for  your  leadership  and  commitment  to  solving  these  problems. 

'niere  are  two  general  aspects  to  these  problems.  First,  thei«  is  the  reality  of  dis- 
honesty and  trading  abuses  in  the  pits  that  have  been  documented  in  earlier  hear- 
ings. Second,  and  in  some  respects  more  important,  confidence  in  the  integrity  of 
the  futures  markets  has  surely  hit  an  all  time  low.  There  must  be  confidence  in  the 
integrity  of  these  markets  if  they  are  to  function  pnqierly,  but  tiiere  will  not  be 
such  confidence  until  real  integri^  to  support  it  is  assured. 

Rightly  or  wrongly,  farmers  have  long  suspected  that  the  fiitures  markets  are 

ed  against  them  and  that  they  are  at  the  mercy  of  the  arcane  world  of  the  Ux- 

I     ^  trading  pita.  Even  if  farmers  are  not  trading  in  the  fiitures  markets  them- 

Bi      BS.  the  prices  they  receive  on  the  cash  market  or  through  forward  contracts  are 

d  by  the  futures  markets.  Unfortunately,  the  events  of  this  year  confirmed 

J  fBriners  their  worst  suspicions  about  the  fiitures  markets.  Fanners  need  to 
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have  confidence  that  the  mai^et  is  honest  and  that  it  accurately  reflects  the  true 
market  situation.  They  don't  have  that  confidence  now. 

The  commodity  futures  markets  are  essential  to  agriculture  and  other  basic  indus- 
tries and  are  increasingly  important  to  our  financial  sector.  We  cannot  let  the  cur- 
rent problems  be  the  downfall  of  this  industry.  So  confidence  in  these  markets  must 
be  rebuilt  on  a  soUd  base.    

It  is  imperative  that  the  CFTC  and  the  futures  exchangee  do  a  much  better  job  of 
carrying  out  tbeir  responsibility  to  protect  farmers,  customers  and  the  public  and  to 
ensure  the  orderly  ana  fair  functioning  of  tbeae  markets. 

The  events  of  this  year  have  truly  set  txf  a  trial  by  fire  of  the  principle  of  self- 
regulation  by  the  fhturee  exchanges.  In  view  of  these  events,  their  plainly  will  be 
stronger  laws  governing  the  exchangee.  Today's  hearing  will  help  to  define  the 
shape  of  these  chaiwes.  I  certain^  do  not  fovor  extensive  new  laws  simply  for  the 
sake  of  regulation.  I  fiilly  appreciate  the  need  to  nmintjiin  efficiency  and  interna- 
tional competitiveneaa  in  the  U.S.  futures  markets  by  avoiding  umiecessary  regula- 
ttmi.  However,  the  integrity  of  the  futures  markets  and  confidence  in  those  markets 
are  closely  related  to  efficiency  and  ultiiDately  are  elements  of  the  competitiveness 
that  will  allow  this  industry  to  reinaia  in  the  Unitad  States. 

The  futures  exchanges  and  the  CFTC  are  taking  steps  to  address  these  pn^lema, 
but  we  must  be  assured  of  real  and  substantial  progress.  We  must  caiefiilly  consider 
how  the  tradition  of  self-regulation  by  the  exchanges  comporte  with  the  cntical  need 
to  refomL 

I  look  forward  to  working  on  this  legislation  with  the  benefit  of  today's  testimony 
and  the  ideas  of  all  parties  that  such  legislation  would  affect 

The  Chairman.  Senator  Kerrey. 

STATEMENT  OF  HON.  J.  ROBERT  KERREY,  A  U.S.  SENATOR  FROM 
NEBRASKA 

Senator  Kerrey.  Mr.  Chairman,  very  quickly,  I  support  your 
opening  statement  and  I  would  indicate  that  the  difficulty  that  I'm 
having  in  considering  not  only  the  changes  proposed  in  S.  1729,  but 
also^^e  whole  question  of  reauthorization,  is  that — and  Senator 
Leahy  stated  it  very  well— there's  been  a  collapse  of  confidence  in 
the  whole  scheme  of  self-regulation  over  the  past  9  months.  The  re- 
treat b^an  with  strong  statements  from  the  exchanges  that  every- 
thing was  pretty  well  under  control,  that  we  shouldn't  worry  too 
mum  about  the  FBI  investigations  that  were  going  on,  and  that 
the  industry  is  on  top  of  the  situation.  Then  the  indictments  came 
down.  The  Femizzi  incident  followed  shortly  after  that,  and  the 
confidence  that  we  had  evaporated  as  a  consequence  of  this  entire 
series  of  events. 

I  am  at  a  point  now  where  I'm  beginning  to  call  into  question 
many  of  the  basic  underlying  premises  that  I  had  previously  ac- 
cepted Ets  euticles  of  faith.  And  I  appreciate,  Mr.  Chairman,  the  op- 
portiuiity  to  join  you  and  Senator  Lugar  as  a  cosponsor  of  S.  1729. 1 
also  appreciate  your  efforts  throughout  the  year  in  directing  our 
attention  to  this  v«y  important  matter. 

The  CHAiEftlAN.  Thank  you  very  much.  Senator  Kerrey. 

Our  first  witness  is  Senator  Thomas  Eagleton.  I  might  say  just  as 
a  personal  statement,  when  I  look  back,  what  I  have  found  most 
rewardiiig  of  my  own  experience  of  being  in  the  U.S.  Senate  is 
serving  with  Tom  Eagleton.  We  served  on  different  committees  to- 
gether, most  recently,  of  course,  is  the  Senate  Intelligence  Commit- 
tee. I  found  Senator  Eagleton  to  be  a  Senator  who  asked  the  right 
questions  and  keeps  on  asking  them  until  he  gets  the  answers?  He's 
Etlso  a  Senator  who  took  his  job  seriously  here,  and  was  one  of 
thoee  who,  when  he  left,  when  we  all  went  on  to  the  floor  to  make 
our  usual  statements  of  goodbye,  this  was  a  case  where  tiie  ezpres- 
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Bions  of  r^ret  that  he  was  leaving  were  actually  honestly  made  by 
Senators  on  both  sides  of  the  aisle. 
Senator  Eagleton. 

STATEMENT  OF  HON.  THOMAS  F.  EAGLETON,  MEMBER,  BOARD 
OF  GOVERNORS,  CHICAGO  MERCANTILE  EXCHANGE,  FORMER 
MEMBER  OF  THE  U.S.  SENATE,  ST.  LOUIS,  HO 

Senator  Eaqleton.  Thank  you,  Mr.  Chairman.  I  appreciate  your 
invitation  to  be  here  today  to  testify  on  S.  1729  and  related  mat- 
ters. I  am  a  former  member  of  the  U.S.  Senate,  1968-1987.  After 
leaving  the  Senate,  I  became  a  member  of  the  Board  of  Governors 
of  the  Chicago  Mercantile  Exchange.  I  am  still  a  member  of  that 
board. 

Insofar  as  the  prevention  of  misconduct  is  concerned,  the  futures 
exchangee  of  America  operate  on  three  longstanding,  interrelated 
tenets — or  articles  of  faith,  as  Senator  Kerrey  would  put  it — all  of 
these  tenets,  all  three  of  them,  I  am  sad  to  say,  are  false. 

TENET  NO.  1,  SBLP-REGULATION 

One,  self-r^ulation  is  deemed  to  be  the  be-all  and  the  end-all  in 
Eissuriiig  the  int^rity  of  the  futures  exchanges. 

Mr.  Oiairman,  the  futures  industry  deals  in  billions  and  billions 
of  dollars  and  in  millions  and  millions  of  transactions.  In  terms  of 
its  fiduciary  relationship  to  the  public,  it  is  akin  to  a  bank  or  a  sav- 
ings and  loan.  No  one  would  espouse,  especially  today,  that  the 
banking  or  the  S&L  industry  be  collectively  self-regulated.  No  one 
can  expect  any  industry  at  all  times  to  put  the  public  interest 
ahead  of  its  pocketbook  interest.  "Greed"  and  "temptation"  are 
still  in  Webster's  dictionary. 

FAISB  TENET  NO.  2,  BENIGN  GOVERNMENTAL  SUPERVISION 

Two,  benign  governmental  supervision.  Here's  how  this  one  plays 
in  the  futures  world.  Well,  if  folks  won't  buy  our  self-r^ulation 
pitch,  let's  make  sure  that  whatever  the  Federed  Government  does 
falls  somewhere  between  benign  and  timid. 

Fulfilling  this  prophecy,  we  have  the  Commodity  Futures  Trad- 
ing Commission — ^just  about  as  benign  and  timid  as  they  come. 
Somehow,  Congress  designed  it  to  be  timid  and  has  kept  it  timid  by 
inadequate  fiinding  and  a  3-year  reauthorization  cycle  which  keeps 
the  agency  in  perpetual  fear  for  its  own  existence. 

At  one  of  the  Mercantile  hearings  we  held  in  New  York,  a 
former  member  of  the  Commodity  Futures  Trading  Commission 
said  that  when  he  was  on  the  Commission,  the  last  year  of  the  3- 
year  cycle  was  spent  devoted  almost  entirely  to  trying  to  get  reau- 
thorized. That's  bH  that  was  on  anybody's  mind:  We  have  to  get  re- 
authorized. The  staff  spent  most  of  the  year  worryir^  about  that. 
That's  how  it  was;  I  suspect  that's  how  it  still  is. 

Perhaps  90  to  95  percent  of  the  CFTC's  professional  staff  time  is 

tied  up  with  processing  routine,  albeit  necessary  work,  but  routine. 

Only  5,  maybe  10  percent  of  its  time — maybe  as  few  as  25  to  35  pro- 

01      people — are  available  to  respond  to  various  major  policy 

when  something  like  a  Femizzi  soybetm  matter  breal^,  the 

iv/      overwhelmed;  indeed,  it  approaches  paralysis.  It  cannot  re- 
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spond  to  other  needs.  As  demonstrated  in  the  FBI  Chicago  sting, 
the  CFTC,  throughout  its  entire  existence,  has  been  mostly  too 
little  and  mostly  too  late. 

Mr.  C^iairman,  if  the  CFTC  is  to  remain  as  a  separate  independ- 
ent agency,  it  should  have  fiill  authority  to  monitor  and  investigate 
the  futures  industry  on  fin  active,  ongoing  basis.  Your  Senate  bill 
moves  si^iificantly  in  that  direction.  It  should  have  the  power  to 
conduct  undercover  operations  and  the  financial  wherewithal  to 
conduct  these  in  the  pits  where  the  big  action  is  in  play.  Both  the 
Senate  and  House  bills  provide  for  this.  It  is  absolutely  imperative. 

During  the  sting  operation,  the  limited  number  of  FBI  agents 
with  relatively  small  "play  money"  were  operating  in  the  small 
pits,  and  yet  dozens  of  inthctments  came  out  of  that.  But  the  big 
pits,  where  the  truly  big  money  is  and  the  big  action  takes  place, 
they  were  uncovered.  Why?  Not  enough  FBI  agents  and  not  enough 
"play  money."  So  undercover  operations  in  the  future  need  ade- 
quate people  and  adequate  money  to  play  where  the  real  action  is. 
Then  you  11  get  some  results.  It  is  absolutely  imperative. 

On  the  other  hand,  if  the  CPTC  is  always  to  be  treated  as  a  r^u- 
latoiy  stepchild,  then  I  think  it  should  be  folded  into  the  SEC.  Tliis 
remedy,  this  SEX^  remedy,  is  no  panacea,  but  is  certainly  better 
than  today's  stetus  quo. 

FALSE  TENET  NO.  3 

Three,  too  much  regulation  in  the  name  of  integrity  will  bog 
down  the  markets  and  will  dampen  market  liquidity. 

There's  a  rather  likable  old  futures  guy  from  New  York  who 
loves  to  say:  "OK,  you  want  honest  markets,  do  you?  I'll  tell  you 
how  to  have  honest  markets.  Shut'  em  all  down."  To  put  a  reverse 
spin  on  this  "enlightened"  statement,  this  likable  old  pro  is  saying: 
"If  you  want  active  and  liquid  futures  markets,  they  have  to  be 
crooked."  Hogwash,  or  some  other  similar  word. 

In  the  era  of  supertechnology,  you  can  have  fully  liquid  and  fully 
active  markets  and  still  offer  responsible  monitoring  and  enforce- 
ment of  the  law.  Crookedness  need  not  be  the  indispensable  grease 
of  America's  futures  markets. 

The  futures  exchanges,  with  their  open  outory  systems,  invite  il- 
legalities, self-deeding,  and  customer  abuse.  Open  outcry  may  have 
served  a  purpose  in  the  era  of  the  quill  pen  euid  Ebenezer  Scrooge, 
but  it  serves  absolutely  no  purpose  in  the  age  of  GLOBEX,  invent- 
ed by  the  Chicago  Mercantile  Exchange  and  embraced  by  the  Chi- 
cago Bofu*d  of  Trade.  It's  a  24-hour  automated  international  trading 
ss^stem.  How  is  it  that  electronic  trading  can  be  an  historic  break- 
dirough  24  hours  around  the  clock  in  Singapore  and  Hong  Kong, 
but  it  s  a  dreaded  evil  in  Chicago  and  New  York?  Fully  electronic 
trades  leave  an  audit  trail  that  can  be  verified.  If  there  are  two 
words  that  ought  to  be  the  motto  of  these  hearings,  those  two 
words  are  "audit  tredl."  Simply  put,  open  outcry  in  pits  of  hun- 
dreds of  shouters,  winkers,  gesticulators,  and  body  touchers  cannot 
be  adequately  verified  and  monitored,  llie  provision  of  the  Senate 
hill  which  deals  with  "the  next  generation  of  audit  trail  technolo- 
gy" addresses  this  issue — just  so  long  as  open  outcry  doesn't  some- 
how remain  as  part  of  the  "next  generation." 
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Mr.  Chairman,  I  agree  with  the  overall  thrust  of  the  Senate  bill. 
It's  an  excellent  piece  of  work  that,  I  am  sure,  can  be  successfully 
blended  with  the  House  bill. 

1  have  one  other  thing  to  add. 

The  CFTC  should  be  mandated  to  establish  minimal  educational 
and  training  standards  and  monitor  the  training,  location,  and 
continuing  education  courses  of  both  new,  incoming,  and  old  trad- 
ers and  brokers.  A  coBmetol(^i8t  receives  more  training  for  his  or 
her  trade  than  do  the  new  traders  and  brokers  at  our  Nation's  fu- 
tures exchfinges.  No  doubt  about  that.  More  time  is  spent  in  train- 
ing for  cosmetology  than  in  training  to  be  a  treider.  As  one  veteran 
Merc  trader  has  stated,  one  of  the  most  respected  senior  traders, 
"We've  got  a  lot  of  people  out  there  that  shouldn't  be  out  there." 
"Out  there"  meaning  on  the  floor  of  the  Mercantile  Exchange. 
There  are  a  lot  of  them  out  there. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Eagleton,  no  one  can  say  that  you  have 
sugar-coated  your  testimony  today.  I  have  discussed  this  issue  with 
you  before,  and  you  have  corresponded  with  the  committee  before. 
I  find  your  testimony  extremely  important.  I  might  also  say  that  in 
many  ways  the  Chicago  Merc  deserves  a  lot  of  credit  for  putting 
you  on  the  board  as  a  public  director.  I  suspect  you've  been  any- 
thing but  cozy  coming  over  there  and  I  give  them  credit  for  making 
sure  that  they  have  a  public  director  who  is  willing  to  speak  out. 

Do  you  feel  that  there  Eu-e  enough  public  directors  on  the  govern- 
ing boards  of  the  futures  exchanges?  Are  the  governing  boards  di- 
verse enough  to  ensure  that  the  public  interest  actually  gets 
heard?  It's  obvious  by  your  testimony  here  that  you  are  not  being 
given  a  party  line  and  told  that  this  is  what  you  are  going  to  say.  I 
don't  think  there's  anybody  in  the  Chicago  markets  who  gave  you 
your  testimony  and  Btdd  go  ahead  and  say  this.  You  have  stated 
something  entirely  different  from  what  we  normally  hear,  or  ever 
have  heard,  at  least  during  the  15  years  I  have  been  here  working 
on  the  CFTC  reauthorizations.  Are  there  enough  public  directors? 
Is  there  enough  diversity? 

Senator  Eagleton.  No,  there's  not  enough  diversity.  The  board 
room  seems  about  as  big  as  this  hearing  room.  In  terms  of  public 
directors,  there's  myself  and  Susan  PhiJlipa,  who  used  to  be  the 
Chairman  of  the  Commodity  Futures  Trading  Commission,  She's 
now  a  vice  chancellor  or  vice  president  of  the  University  of  Iowa, 
"rhen  there  are  three  or  four  people  who  are  in  New  York  involved 
in  the  futures  industry  and  who  use  the  exchange.  They  are  "insid- 
ers" who  happen  to  operate  outside  of  Chicago.  I  don't  think  really 
they're  "public  members."  Everybody  else  is  in-house  Chicago.  So 
in  terms  of  outside,  unconnected  public  members,  there  are  2  out  of 
perhaps  25  or  30. 

The  Chairman.  To  the  extent  that  you  see  weaknesses  in  the 
regulation  of  the  futures  trading  pits,  is  the  problem  primarily  at 
the  exchanges  or  primarily  at  Uie  CFTC?  Or  how  would  you  allo> 
ci    !  the  problems? 

or  Eagleton.  Well,  my  testimony  attempts  to  put  it  on  sort 

I  even  balance.  The  CFTC  is  emasculated,  as  I  say,  timid,  and 

f  responds  after  calamity  occurs,  whether  it's  the  soybean  ca- 
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lamity  or  silver  or  potatoes  or  whatever.  Only  then  does  the  CFTC 
perk  up.  Other  than  that,  it's  Sleeping  Beauty. 

Now,  as  far  as  the  exchanges  aire  concerned,  they  go  through  this 
notion  of  self-regulation.  They  really  believe  in  it;  a  lot  of  them  do. 
They  think  they're  really  regulating  themselves,  lliey  really  think 
they're  exercising  a  lot  of  oversight  over  themselves.  It  isn't  work- 
ing, as  Senator  Kerrey  has  pointed  out.  The  sting  operation  alone 
^ows  that  it's  not  workli^. 

The  Chairman.  You  don't  think  that  the  exchanges  are  doing 
enough  to  crack  down  on  abuses  in  their  own  trading.  Are  they 
making  an  effort  at  it?  Are  they  making  a  good-feiith  effort  but  are 
limited  by  personnel?  Or  are  they  just  ignoring  the  problem?  How 
do  you  see  it? 

Senator  Eagleton.  No,  it's  not  a  total  ignoring  of  it.  They  have 
what's  called  a  Compliance  Division.  They  have  a  former  SEC 
enforcement-type  person  who  heads  it  up,  and  they  poke  around 
here  and  there  on  the  floor.  But  they're  very  timid  themselves. 
Self-regulation  in  this  kind  of  eui  industry  is  simply  not  attainable. 
They're  going  through  the  motions.  "Hiey  think  they're  going 
through  them  zealously,  but  the  end  results  are  not  there.        

llie  Chairman.  You  said  earher  that  one  problem  for  the  CFTC 
is  the  short  term  of  its  reauthorization.  What  would  you  do?  Would 
you  give  it  a  permanent  authorization?  Or  would  you  make  it  5- 
years,  lO-years 

Senator  Eaglbton.  No,  I'd  make  it  permanent.  I  would  make  it 
no  less  impermanent  than  any  other  regulatory  Eigency.  The  reason 
for  the  original  reauthorization  concept  was,  well,  ttus  is  a  brand 
new  in  thmg,  we're  just  starting  this  out,  we're  going  into  these 
markets,  lets  see  how  it  does  or  doesn't  do.  Well,  it  hasn't  done 
very  well,  but  one  of  the  reasons  it  hasn't  done  very  well  is  this 
overhang  over  its  existence.  They  get  very  worried  at  the  CFTC 
about  what  Congress  is  going  to  do;  they  get  fill  excited  about  and 
what  the  exchanges  are  going  to  get  all  excited  about.  The  CFTC  is 
one  of  the  few  regulatory  agencies  that  I  know  of  that  stands  much 
in  fear  of  the  very  people  whom  they're  Emulating.  If  the  CFTC 
were  given  permanent  status,  then  this  self-defeating  anxiety 
might  go  away. 

"rhe  Chairman.  Should  they  also  get  service  fees  of  some  sort 
from  the  industry  that  benefits  directly  from  its  activities? 

Senator  EIagleton.  Absolutely.  I  thmk  the  budget  of  the  CFTC  is 
going  to  have  to  go  up,  and  part  of  the  "up"  ought  to  be  service 
fees. 

The  Chairman.  I  have  one  last  question.  If  the  major  exchanges 
want  to,  could  they  implement  the  new  computerized  audit  trail 
technologies  which  we  call  for  in  S.  1729?  In  the  bill,  we  use  the 
gad's  3-year  timetable.  Do  you  see  any  reason  why  it  could  not  be 
done  within  that  3-year  period? 

Senator  Eaguhun.  I  don't  have  the  background  to  ordain  what 
the  precise  year  period  ought  to  be.  The  GAG  period  seems  good 
enough  to  me.  But  I  know  this:  I  know  that  this  technology  will  be 
there.  Do  not  buy  the  notion  that  they'll  never  be  able  to  achieve  it 
technologicEiUy.  When  they  leave  Chicago,  they  brag  about  the 
technolc^  that  they  invented  for  every  o&er  city  in  the  world — as 
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I  mentioned,  Hong  Kong,  Singapore,  and  everywhere  else.  If  they 
can  do  it  all  over  the  globe,  they  csan  certainly  do  it  in  Oiicago. 

I'll  pass  on  whether  it's  3  years  or  214  or  3Vk.  I'll  leave  that  up  to 
you  and  the  GAO. 

The  Chairman.  So  we  can  keep  the  Missouri  "bond"  going 
here — I'm  sorry,  that  was  a  terrible  pun — I  will  yield  to  Senator 
Bond  from  Missouri. 

STATEMENT  OF  HON.  CHRISTOPHER  S.  "KIT'  BOND,  A  U.S. 
SENATOR  FROM  MISSOURI 

Senator  Bond.  Thank  you,  Mr.  Chairman.  It  is  a  pleasure  to  be 
with  you  today  to  discuss  the  bill  with  a  wide  range  of  experts,  and 
I'm  particularly  pleeised  to  see  my  predecessor  and  good  friend, 
Tom  Eagleton. 

Senator,  I'm  glad  you  have  some  views  on  this.  With  a  good  deal 
of  enthusiasm,  you've  put  forth  your  ideas  on  what  needs  to  be 
done. 

I've  had  the  pleasure,  Mr.  Chairman,  of  discussing  this  with  Sen- 
ator Eagleton  previously,  and  we  certainly  appreciate  his  testimony 
today. 

You  know,  1989  has  been  a  very  eventful  year  for  our  Nation's 
futures  exchanges.  We  began  with  the  indictment  of  46  traders  in 
Chicago;  then  there  wbs  the  summer  soybean  crisis;  and  last  Fri- 
day's plunge  in  the  stock  market  which  had  an  impact  on  all  the 
markets  and  also  focused  new  attention  on  Chicago  and  the  other 
exchanges.  We're  very  concerned  that  farmers,  processors,  small  in- 
vestors continue  to  have  legitimate  concerns  that  adequate  safe- 
guards be  in  place  to  prevent  actions  or  activities  that  would  be 
harmful  to  their  livelihood. 

I  think  the  reauthorization  bill  gives  us  an  excellent  opportunity 
to  implement  changes,  where  needed,  to  increase  oversight  and 
ensure  accountability.  I  think  we  also  must  be  careful  not  to  regu- 
late some  metrket  participants  out  of  business.  We  have  to  take 
note  in  our  actions,  as  the  CFTC  must  take  account  in  its  actions, 
of  the  special  circumstances  of  smaller  exchanges,  some  of  which 
account  for  fewer  than  1  percent  of  the  contracts  traded  in  a  given 
year,  yet  they  play  a  key  role  in  the  contract  market. 

In  our  zeal  to  impose  the  highest  standfu^  on  the  larger  ex- 
changes, I  think  we  have  to  take  ficcount  of  what  special  circum- 
stances there  may  be  in  some  of  the  smaller  exchanges  and  not  re- 
quire them  to  achieve  advances  that  £ire  beyond  their  capability. 

I  know  that  we  have  much  good  information  to  hear  today.  I 
would  only  ask  Senator  Eagleton  a  couple  of  questions.  I  apoli^ize, 
Tom,  that  I  missed  the  first  part  of  your  testimony.  You  may  have 
touched  on  this  then,  but  Friday  said  yesterday  we  had  the  first  op- 
portunity to  witness  the  action  of  the  reforms  brought  about  as  a 
result  of  the  1987  problem.  It's  clear  that  this  was  not  a  panic  on 
the  scale  of  Black  Monday  of  1987,  yet  we  did  have  a  few  people 
nervous.  Some  of  the  circuit  breitkers  clicked  in,  and  we  don't  yet 

low  how  this  week  will  play  out. 

on  what  you've  seen  to  date,  do  you  feel  that  the  reforms 
ae  about  as  a  result  of  the  1987  crash  are  working?  Did 
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th^  make  a  positive  contribution?  How  do  you  assess  the  actions 
of  Friday  and  yesterday? 

Senator  E^agleton.  Senator,  I  think  the  jury  is  still  out  on  that 
issue.  Yes,  some  of  the  circuit  breakers  on  the  futures  exchar^es 
did  click  in  on  Friday.  Yes,  Monday  was  not  down  508  points,  as 
was  true  on  October  19,  1987.  Freinkly,  I  think  you  have  to  give 
credit  for  yesterday  to  the  Federal  Reserve  System  and  to  the 
weekend  interval.  Thank  God  for  the  weekend.  If  it  had  been  suc- 
cessive dayB,  the  result  might  not  have  been  as  good.  But  the  week- 
end, 2  days,  intervened.  And  Mr.  Greenspan,  to  his  credit,  came 
into  action. 

Senator  Bond.  I'll  make  a  note  of  that.  Alan  will  appreciate  that. 

The  Chairman.  Call  Alem  right  after  the  meeting. 

Senator  Bond.  Yes,  we'll  get  through  to  him.  But  there  was  a 
weekend  between  October  16  and  October  19,  and  the  Federal  Re- 
serve played  a  very  important  role.  Some  would  say  the  Federal 
Reserve  is  the  only  thing  that  saved  us  from  disaster  in  1987  as 
well. 

Senator  E^agleton.  Yes,  but  the  Fed  didn't  swing  into  action 
until  Tuesday  the  20th.  The  stock  market  wiis  100  points  down  on 
Fridi^,  then  the  weekend,  then  the  508  on  Monday,  then  Mr. 
Greenspan,  who  was  giving  a  speech  in  Texas,  got  into  action  on 
Tuesday.  This  time  it  was  considerably  more  advanced.  This  time 
the  Fed  used  the  benefit  of  the  weekend  to  get  ready  to  act  immedi- 
ately on  Monday,  not  waiting  until  Tuesday. 

Senator  Bond.  All  r^ht.  One  of  the  things  that  you  suggested  is 
the  limited  nature  of  Vae  board  makeup.  If  you've  had  a  chance  to 
look  at  the  dreift  bill,  do  you  have  any  comments  about  what  is 
mandated  in  terms  of  board  makeup?  What  about  the  makeup  of 
the  disciplinary  boards?  Do  you  think  that  we  in  Congress  ought  to 
mandate  who  should  be  represented?  Should  that  decision  be  made 
at  the  CFTC  level? 

Senator  Eaglbton.  I  suspect  that  if  Congress  leaves  it  to  be 
made  by  the  CFTC,  it  won  t  be  made  at  all.  So,  although  under 
normal  circumstances  I  would  perhaps  leave  that  to  the  CFTC, 
under  these  circumstances,  with  the  past  trtick  record  of  this 
agency,  I  think  Coi^ress  might  be  wise  to  make  the  decision.  So  I 
think  you  will  have  to  legislate  a  minimum  of  x  percent — what 
does  the  bill  say,  20,  25  percent? — of  truly  public  members.  Then 
you  will  have  to  legislate  a  minimum  insofar  as  who  serves  on  the 
disciplinary  committees,  et  cetera. 

As  you  recall,  Senator,  when  you  were  Governor  of  Missouri,  I 
helped  create  something  called  the  "independent  hearing  examin- 
er.' All  of  the  hearings  for  discipline  before  all  of  the  State  regula- 
tory boards  had  to  be  held  before  the  independent  hearing  examin- 
er. The  futures  people  will  tell  you,  only  we  insiders  understand  all 
this  terminology  and  all  the  complexities;  we're  the  only  ones  who 
retdly  know  tins  business — meaning  that  the  whole  judicial  and 

Cy  system  of  this  country  is  cockeyed;  meaning  that  judges  don't 
ow  and  that  Senators  don't  know.  Only  the  "insiders '  know  how 
to  judge  "insiders."  That's  crazy. 

So  I  d  have  an  independent  hearing  examiner  hold  hearings  on 
all  serious  disciplinary  violations.  Meaning  "serious,"  those  that 
couM  result  in  revocation  of  membership. 
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Senator  Bond.  You  have  criticized  the  CFTC  as  "a  aleepy  pygmy 
in  comparison  to  the  SEC."  Do  you  think  the  cheinges  contajjied  in 
this  bill  address  those  concerns?  Do  you  feel  that  more  drastic  rem- 
edies such  as  you  have  hinted  at  in  the  past  would  be  required? 

Senator  Eagletton.  Well,  I'd  pretty  much  settle  for  the  Ml  as 
written.  But  what  you  cannot  guarantee  is  the  zeal  of  the  CFTC  to 
enforce.  You  can  give  them  a  new  law.  You  can  give  them  new  au- 
thoiity.  You  can  even  enhance  the  staff  a  little.  But  if  the  policy  of 
the  CFTC  is  to  sit  back  and  watch  the  pEis^ng  parade,  then  we're 
not  going  to  be  edl  that  much  better  off.  So  it's  the  motivation,  the 
intent,  and  the  will  to  enforce  of  the  CPTC  that  is  just  as  impor- 
tant as  any  bill  that  you  pass. 

Senator  Bond.  Tom,  thank  you  very  much  for  your  testimony.  I 
have  a  feeling  our  next  witness  may  show  some  of  that  zeal  and 
some  of  that  enthusiasm. 

Mr.  Chairman,  I  thank  you  for  the  opportunity  to  participate. 

The  Chairman.  Thank  you  very  much. 

We  will  have  Senator  Kerrey,  Senator  Conrad,  and  Senator 
Daschle,  in  that  order. 

Senator  Kerrey. 

Senator  Kerkby.  Senator  Eagleton,  before  I  ask  you  some  ques- 
tions, I  would  like  to  direct  your  attention  to  someUiing  you  don't 
talk  about  much  in  your  testimony;  that  is,  the  CFTC  itself,  the 
Commission,  and  the  makeup  of  the  Commission. 

Assumii^  for  the  moment,  as  I  intend  to  in  my  question,  that  we 
pursue  a  permanent  authorization,  I  subscribe  to  a  standard  that 
says  that  whoever  is  in  charge  of  the  operation  bears  the  responsi- 
bility for  whatever  occurs  in  that  operation,  though  it  may  be 
unfair  and  it  may  be  at  times  difficult  to  bear  up  under  that  re- 
sponsibility. If  I  have  control  of  a  ship  at  sea,  for  example,  and  I 
ignore  warnings  of  a  ship  ahead  and  wait  until  I'm  in  extremis  and 
we  collide  and  lives  are  lost,  I  don't  blame  the  rules  of  the  road.  I 
don't  blame  the  Navy  r^ulations.  I  don't  blame  my  subordinates. 
Of  course  I  can,  if  I  want  to,  bleime  ah  those  things  on  others,  but 
I'm  not  going  to  get  very  far. 

In  today's  environment,  unfortunately,  we  all  too  often,  it  seems 
to  me,  permit  people  who  are  in  charge  to  shift  the  responsibility 
some  place  else  and  say,  well,  if  the  rules  had  just  been  different,  if 
I  just  had  more  money,  had  thin^  been  different,  this  would  never 
have  happened.  It's  not  my  fault,  in  short.  I  subscribe  to  the  belief 
that  if  you  accept  a  position  with  responsibility,  then  you  have, 
therefore,  to  assume  that  whatever  befalls  you,  good  or  bad,  is 
yours. 

Having  said  that  as  eui  underlying  premise  for  my  statement,  I'd 
like  to  direct  your  attention  to  the  makeup  of  the  Commission. 
What  would  you  do  with  the  Commission?  What  kind  of  require- 
ments would  you  impose  for  appointment,  for  example,  on  either 
the  Chair  or  other  Commission  members?  Would  you  expand 
beyond  five  Commissioners?  Would  you  say  specifically  in  the  stat- 
ute that  nominees  must  have  experience  with  the  market,  that 
they've  got  to  have  some  understanding  of  what  they  are  r^ulat- 
u      Wouldyou  adopt  any  other  kinds  of  guidelines? 

or  EfAGLETON.  You  have  asked  me  what  I  would  do.  I  would 
jun  an  activist  as  Chairman  of  the  CFTC,  someone  who  is 
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vigorous  who  wants  to  pursue  the  investigatory  aspects  of  that 
agent?.  I  don't  know  what  standard  you  could  meaningfully  write 
in.  I  know  one  thing  for  sure:  I  know  you  cannot  write  in 
motivation. 

I  was  in  the  Senate  during  the  demise  of  the  Legal  Services  Cor- 
poration where  we  knew  the  people  that  were  appointed  to  that 
Corporation  didn't  beheve  in  it  emd  wanted  to  destroy  it.  I  was  here 
dunng  the  time  that  Ann  Gorsuch  Burford  served  as  Administra- 
tor of  the  Environmental  Protection  Agency,  and  we  knew  that  she 
wanted  to  destroy  the  very  EigenOT  that  she  headed.  So  I  don't 
know  how  vou  x  ray  the  head  of  the  appointees  find  determine  if 
this  individual  is  really  going  to  function  vigorously,  or  is  this 
person  gran^  to  function  in  a  laconic  fashion.  And  you  can  write  all 
of  the  requirements  you  want,  and  you  still  cannot  write  in  the 
will  to  do  your  duty  and  do  it  vigorously. 

Senator  Ksrret.  What  would  you  look  to  do,  though,  if  you  were 
going  to  have  permanent  authorization  for  the  (TTC,  and  you 
needed  some  degree  of  confidence  that  the  Conunissicm  is  going  to 
cany  out  its  mandate?  By  the  way,  the  issue  is  even  more  impor- 
tant if  you're  going  to  give  the  agency  more  money.  It's  not  uncom- 
mon to  require  increased  accountability,  increased  performance, 
before  we  provide  additional  money.  Whether  it's  schools  or  prisons 
or  law  enforcement  efforts,  that  seems  to  be  a  common  roquire- 
ment,  and  I  don't  think  an  unreasonable  one  in  r^ard  to  the 
CFTC. 

Senator  Eagleton.  I  would  be  loathe  to  rely  too  heavily  on  the 
previous  experience  with  the  exchanges  because  you  might  end  up 
with  the  foxes  guarding  the  chicken  coop.  You  might  end  up  that 
the  only  people  who  are  applying  for  the  jobs,  and  qualifi^,  are 
out  of  uie  vei?  exchanges  that  need  the  supervision.  What's  wrong 
with  a  retired  Federed  judge  being  appointed  to  it,  hsrpothetically, 
or  a  State  judge?  Beqjamin  Hooks  was  a  distinguished  State  judge 
down  in  Tennessee  before  he  was  appointed  to  the  FCC.  Benjamin 
Hooks  wasn't  in  the  radio  business  or  the  television  business,  but 
he  became  a  very  distinguished  Commissioner. 

I  would  be  reluctant  to  write  in  super-experience  qualifications 
with  the  result  being  that  very  intelligent,  vigorous  lay  persons 
with  good  common  sense  were  thereby  precluded  irom  consideiv 
ation  (m  tiie  CFTC. 

Senator  Kerrey.  What  sort  of  things  would  you  consider  if  you 
were  making  the  appointment? 

Senator  Eagleton.  If  I  were  making  the  appointment,  I  would 
want  to  be  very  satisfied— were  I  the  President  or  such  other 
person  that  was  doing  the  examination  for  him — that  the  individ- 
uals being  appointed  to  the  agency  believed  in  the  kind  of  work 
that  was  being  done  and  believed  in  the  need  to  pursue  their  duties 
with  full  vigor.  Just  as  I  think  that  President  Reagan  should  have 
done  that  in  tiie  two  agencies  I  previously  mentioned.  Self-evident- 
hr,  be  went  out  of  his  way  to  appoint  people  who  didn't  believe  in 
tbe  goals  of  the  agencies  to  which  they  had  been  appointed. 

By  chedung  someone's  background,  by  talking  to  people,  talking 
to  the  individual,  you  can  find  a  bit  out  about  the  individual,  about 
how  vigorously  that  individual  is  going  to  pursue  his  or  her  duties. 
But  I  don't  thmk  you  can  write  all  this  into  statute. 
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Prepared  SrATiiaNT  of  Hon.  Thomas  F.  Baoleton,  Memrer.  Board  of  Govbb- 
NOBS.  Chicago  Mercantile  Bxchanos,  Pobmer  Mbmbrr  of  the  U.S.  Senate,  St. 
Louis,  MO 

Mr.  Chairman.  I  appreciate  your  invitation  to  t«etify  before  this  committee.  I  am 
a  former  member  of  the  U.S.  Senate  (1968-1987).  After  leaving  the  Senate,  I  became 
a  member  of  the  Board  of  Governors  of  the  Chicago  Mercantile  Exchange.  1  am  still 
a  member  of  that  board. 

Insofar  as  the  prevention  of  misconduct  is  concerned,  the  futures  exchanges  of 
America  operate  on  three  longstanding,  interrelated  tenets — all.  I  am  sad  to  say,  are 
faLse. 

(1)  Self-regulation  is  the  be.«ll  and  end-all  in  assuring  the  integrity  of  the  futures 
eschanges. 

The  futures  industry  deals  in  billions  and  biltiona  of  dollars  and  in  millions  and 
millions  of  transactions.  In  terms  of  its  fiduciary  relationship  to  the  public,  it  is 
akin  to  a  bank  or  a  savings  and  loan.  No  one  today  would  espouse  that  the  bankiiw 
or  S&L  industrv  be  collectively  setf-r^ulated.  No  one  can  expect  any  industry  at  aU 
times  to  put  the  public  interest  ahead  of  its  pocketbook  interest.  "Greed"  and 
"temptation"  are  Btill  in  Webster's  dictionary. 

(2)  Benign  governmental  auperviaicn.  Here's  how  this  one  plays  in  the  futures 
world.  Well,  if  folks  won't  buy  our  self-r^ulation  pitch,  let's  make  sure  tiiat  what- 
ever the  Federal  Government  does  falls  somewhere  between  benign  and  timid. 

Fulfilling  this  prophecy,  we  have  the  Commodity  Futures  Trading  Commission — 
just  about  as  benign  and  timid  as  they  come.  Somehow.  Congress  designed  it  to  be 
timid  and  has  kept  it  timid  by  inadequate  funding  and  a  3-year  reauthorization 
cycle  which  keeps  the  agency  in  perpetual  fear  for  ite  own  existence. 

Perhaps  90  to  95  percent  of  the  CFTC's  professional  staff  time  is  tied  up  with 
processing  routine,  albeit  necessary  work,  (hily  5  to  10  percent  of  its  time — maybe 
as  few  as  25  to  35  people — are  available  to  respond  to  various  major  policy  needs. 
When  something  like  a  Femizzi  matter  breaks,  the  CFTC  is  overwhelmed,  indeed 
paralyzed.  It  cannot  respond  to  other  needs.  As  demonstrated  in  the  FBI  Chicago 
sting,  the^^TC  is  mostly  too  Uttle  and  mostly  too  late. 

If  the  CFTC  is  to  remain  as  a  separate  independent  agency,  it  should  have  full 
authority  to  monitor  and  investigate  the  futures  induatn  on  an  active,  ongoing 
basis.  "The  Senate  bill  moves  significantly  in  that  direction.  It  should  have  the  power 
to  conduct  undercover  operations  and  the  flnancial  wherewithal  to  conduct  Uiese  in 
the  pite  where  the  big  action  is  in  play.  Both  the  Senate  and  House  bUls  provide  for 
this.  It  is  absolutely  imperative. 

On  the  other  hand,  if  the  CFTC  is  always  to  be  treated  as  a  regulatory  stepchild, 
then  it  should  be  folded  into  the  SEC.  This  remedy  is  no  panacea,  but  is  certainly 
better  than  the  status  quo. 

<S)  Too  much  regulation  in  the  name  of  integrity  will  Ix^  down  the  markets  and 
will  dampen  market  liquidity. 

There's  one  old  futures  guy  from  New  York  who  loves  to  say:  "OK,  you  want 
honest  jnarkets,  do  you?  I II  tell  you  how  to  have  honest  markets.  Shut  'em  all 
dawo."  To  put  a  reverse  spin  on  this  "enlightened"  statement,  this  likable  old  pro  is 
saying;  "If  you  want  active  and  liquid  futures  markets,  they  have  to  be  crooked." 
Hogwash. 

In  the  era  of  supertechnology,  j^ou  can  have  fully  liquid  and  fully  active  markets 
and  still  offer  responsible  monitoring  and  enforcement  of  the  law.  Crookedness  need 
not  be  the  indispensable  grease  of  America's  futures  markets. 

The  futures  exchanges,  with  their  open  outcry  systems,  invite  illegalities,  self- 
dealing,  and  customer  abuse.  Open  outcry  may  have  served  a  purpose  in  the  era  of 
the  quill  pen  and  Ebenezer  Scrooge,  but  it  serves  absolutely  no  purpose  in  the  age  of 
GLOBEX,  a  24-hour  automated  international  trading  system.  How  can  electronic 
trading  be  an  historic  breokihrou^  in  Singapore  or  Hong  Kong,  but  a  dreaded  evil 
in  Qiicago  and  New  York?  FWty  electronic  trades  leave  an  at^t  trail  that  can  be 
verified.  Simply  put,  opoi  outcrv  in  pits  of  hundreds  of  shooters,  winkers,  gesticula- 
tors,  and  body  touchers  camiot  be  aaequately  verified  and  monitored.  The  provision 
<^  the  Senate  bill  which  deals  with  "next  generation  audit  trail  technology'  address- 
es this  issue— just  so  long  as  open  outory  doesn't  somehow  remain  as  part  of  a  "next 
generation." 

Mr.  Chairman,  I  B^«e  witli  the  overall  thrust  of  the  Senate  bill.  It's  an  excdient 
"piece  of  wvrk  that,  I  am  sure,  can  be  successfully  blended  with  the  House  bill. 

1  have  but  one  more  item  to  add. 

The  Utl'C  ^ould  be  mandated  to  establish  minimal  educational  and  training 

indards  and  monitor  the  training,  education,  and  continuing  education  courses  of 
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new  and  old  traders  and  broken.  A  cOBmetolo^ist  receiveB  more  traininK  for  his/her 
trade  than  do  new  tradera/brokerB  at  our  Nation's  futures  exchangee.  As  one  veter- 
an Merc  trader  has  stated,  "We've  got  a  lot  of  people  out  Uiere  that  shouldn't  be  out 
tbRre."  Amen,  brother! 

In  conclusion,  Mr.  Chairman,  you  vere  absolutely  correct  when  you  stated  in  your 
October  6, 1989,  statement: 

"Theae  events  [recent  scandals]  add  up  to  one  inescapable  conclusios — 
the  system  is  not  working.  Rules  are  bein^  ignored;  customers  are  not  being 
protected.  We  will  not  allow  the  crimes  ofa  few  to  damage  tlie  futures  mar- 
kets. These  markets  are  simplv  too  essential  a  part  of  our  national  economy 
for  us  to  stand  by  and  allow  this  to  happen.  Without  the  pi^lic's  trust,  the 
markets  can  no  longer  function.  Th^  can  no  longer  serve  the  needs  of  our 
cotmtry.  Today,  that  trust  is  damaged." 
That  statement  says  it  all  and  makes  the  work  of  the  committee  a  matter  of 
urgent  importance. 

The  Chairman.  Before  we  call  our  next  witneee,  who  is  the  Chair 
of  the  Commodity  Futures  Trading  Commission,  Wendy  Gramm,  I 
see  that  our  two  distinguished  colleagues.  Senator  Dixon  and  Sena- 
tor Simon,  are  here.  They  both  have  asked  to  make  statements  and 
I  know  they  are  both  supposed  to  be  in  other  committee  meetings. 
So  if  there  is  no  objection,  I  would  invite  them  up  now.  Alan,  if  you 
and  Paul  would  come  forward.  Feel  free  to  go  ahead.  1  appreciate 
your  taking  the  time  to  be  here  because  I  know  you  both  have 
tremendous  schedules. 

STATEMENT  OF  HON.  ALAN  J.  DIXON,  A  U.S.  SENATOR  FROM 
ILLINOIS 

Senator  Dixon.  Thank  you  very  much,  Mr.  Cheiirman  and  mem- 
bers of  the  committee.  I  appreciate,  on  behalf  of  my  colleague,  Paul 
Simon,  and  this  Senator,  the  opportunity  to  appear  before  you 
todi^  as  you  look  at  the  reauthorization  of  the  CFTC. 

It  is  our  privilege  to  introduce  to  you  a  number  of  witnesses  that 
you  will  tear  today  who  are  personal  friends  of  ours:  Karsten 
Mahlmann,  Chairman  of  the  Board  of  Directors  of  the  Chicago 
Board  of  Trade;  Leo  Melamed,  Special  Counsel  and  Chziirman  of 
the  Executive  Committee  of  the  Chicago  Mercantile  Exchange; 
RcAiert  Wilmouth,  president  of  the  National  Futures  Association; 
Barry  Lind,  chEurman  of  Lind-Waldock  &  Co.;  and  Donald 
McEunury,  Chairman  of  the  Commodity  Exchange  Committee  of 
the  National  Grain  and  Feed  Association. 

Mr.  Chairman,  I  have  a  veiy  brief  statement  that  I  ask  your 
leave  to  place  in  the  record  of  tins  hearing. 

May  I  veiy  briefly  say  this  to  my  colleagues  and  friends  on  this 
committee:  I  would  like  to  make  two  points.  The  first  is  that  the 
ftitures  industry  is  tremendously  important  to  the  economic  viabili- 
ty of  the  city  of  Chicago  and  our  great  State  of  Illinois.  I  hope 
every  member  of  this  committee  understands  that  the  futures  in- 
dustry in  our  State  employs  over  100,000  people,  places  in  the  fi- 
nancial institutions  of  our  great  State  every  n^ht  $4  billion,  and 
has  imparted  a  tremendous  economic  vitality  to  our  State. 

The  second  point  I  would  like  to  make  is  that  markets  are  inter- 
related. Actions  which  affect  the  futures  industry  will  also  affect 
our  securities  markets,  our  bond  markets,  and  other  financial  mar- 
kets. Although  I  do  not  now  serve  on  the  Agriculture  Committee,  I 
had  the  privilege  of  serving  there  before.  I  hope  some  of  you  know 
that.  I  have  served,  since  coming  to  the  Senate,  on  the  Committee 
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on  Banking,  HouBins.  and  Urban  AffairB.  After  the  stock  market 
crash,  a  good  deal  of  legislation  was  considered  in  that  committee. 
Mr.  Nick  Brady  appeared  at  that  time,  eilong  with  a  good  many 
others,  suggestmg  a  variety  of  legislative  respomes  to  the  stock 
market  crash  on  that  occasion. 

We  urged  at  that  time  our  coUeeigues  to  not  go  forward  with 
some  of  the  ideas  to  set  up  some  kind  of  a  super  Federal  bureaucra- 

'  to  overview  everything  that  takes  place  in  the  futures  industry. 

'e  suggested  that  many  of  the  things  that  were  contemplated  at 
that  time  were  too  harsh,  and  that  if  the  CFTC  and  the  market 
were  able  to  work  together,  they  could  solve  most  of  these  prob- 
lems with  our  oversight  competence  as  members  of  that  committee, 
along  with  the  members  of  the  Agriculture  Committee.  That  plan 
finedly  went  forth,  and  I  would  argae  that  this  recent  experience 
that  we  have  had  in  the  marketplace  demonstrates  that  most  of 
the  corrections  that  are  necessary  have  been  meide. 

Finally,  I'd  want  to  suggest  that  everybody,  including  those  that 
leeid  that  industry,  deeply  regret,  as  does  my  colleague,  this  Sena- 
tor, our  colleagues  in  the  House  from  Illinois,  the  improprieties 
that  have  taken  place.  But  I  would  want  to  strenuously  argue  that 
the  law  is  taking  its  course.  By  and  large,  those  people  have  been 
found.  They  have  been  brought  to  justice,  and  the  system  has 
worked,  just  as  it  works  against  Members  of  the  Ck>ngreB8  or  bank- 
ers or  businessmen  or  labor  union  leaders  or  others  who  break  the 
law  in  the  performance  of  their  functions  in  whatever  capacity 
they  perform. 

So  I  appreciate  my  colleagues  listening  to  me  today  and  to  my 
friend  and  colleague  from  my  State,  Paul  Simon,  and  I  would  sug- 
gest that  in  the  final  analysis  this  is  an  international  marketplace. 
We  compete  not  just  with  New  York,  Kansas  City,  and  the  Coast, 
but  we  compete  essentially  with  London,  Tokyo,  Singapore,  and  the 
whole  world,  if  we  take  steps  that  Eu-e  injurious  to  our  market,  I 
think  in  the  long  term  it  will  be  a  grievous  error. 

I  would  urge  you  to  be  careful  in  what  you  do  and  to  remember 
that  the  free  meu-ketplace  by  and  large  works  well,  and  that  a  re- 
authorization of  the  CFTC  with  a  relatively  clean  bill  ought  to  be,  I 
think,  the  standard  that  the  committee  ought  to  seek  to  ultimately 
achieve. 

I  thank  my  colleagues,  and  in  the  absence  of  the  Chair,  whoever 
it  be  jurisdictional,  I  ask  leave  to  place  this  prepared  statement  in 
the  record. 

Senator  Conrad  [presiding].  Without  objection,  we  will  accept 
your  statement  as  if  given  in  full,  and  we  very  much  appreciate. 
Senator  Dixon,  your  being  here. 

I  think  I  can  speak  on  behalf  of  the  chairman  to  say  that  this 
committee  knows  it  has  a  responsibility  to  react.  The  events  that 
have  occurred  are  of  such  significant  seriousness  that  we've  got  an 
obligation  to  respond  and  react  to  assure  those  who  are  dependent 
on  these  markets,  that  they  are  fair  and  effective  and  honest.  At 
the  same  time,  we  understand  we  can't  overreact  and  regulate 
these  markets  out  of  existence  or  push  them  offshore.  We  are  sensi- 
tive to  the  tension  that  exists  here  between  responding  to  assure 
confi       ce  by  consumers,  and  on  the  other  htrnd  not  to  overreact  in 

t     •  tnat  would  injure  these  markets  and  force  them  overseas. 
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Senator  Dixom.  I  thank  my  good  Mend  from  North  Dakota  for 
that  comment.  I'm  entirely  comfortable  with  his  common  sense  ap- 
proach to  everything  and  know  he'll  take  that  approach  to  this. 

Mr.  Chairman,  in  your  absence,  I  asked  the  leave  of  the  distin- 
guished chziirman  of  this  committee  to  plaice  a  very  moving  state- 
ment in  the  record.  May  I  have  that  leave? 

The  Chairman  [presiding].  And  you  know  that  the  chairman  can 
hardly  wait  for  the  recess  to  be  able  to  read  it. 

Senator  Dixon.  I  know  that.  [Laughter.] 

I  expect  to  see  you  under  some  tree  out  in  the  yard  slowly  read- 
ing it  at  your  leisure. 

The  CmairbiUN.  In  the  rain.  Of  course  I  will.  You  have  my  word 
on  it. 

Actually,  all  joking  aside,  I  will.  This  is  a  serious  matter.  Both 
you  and  Senator  Simon  have  talked  to  me  before  about  it.  I  would 
just  remind  everybody  that  we  must  either  react  in  the  Congress 
and  react  to  the  issues  that  have  been  raised  by  the  sting  oper- 
ations and  other  events  in  a  way  that  the  American  public  can 
have  confidence  that  what  we  have  done  is  substantive,  or  we  can 
look  for  a  political  way  to  avoid  them.  If  we  do  the  latter,  if  we 
look  for  a  political  fix,  if  we  look  for  a  way  not  to  face  up  to  the 
tough  questions,  then  the  American  public  will  lose  confident  in 
the  int^rity  of  these  markets — rightly  or  wrongly.  We  will  have 
done  the  various  exchanges  no  good  whatsoever  and  we  will  end  up 
losing  these  markets  overseas. 

Futures  markets  are  a  unique  part  of  the  American  enterprise 
^stem  and  one  that  I  am  dedicated  to  keep  here.  They  are  ex- 
tremely important  to  our  country,  extremely  important  to  the  or- 
derly flow  of  commodities  and  money.  But  they  exist  only  If  they 
have  int^rity,  and  that's  really  the  chore  for  all  of  us.  Republi- 
cans, Democrats,  and  everyone  else  involved.  Maintaining  integrity 
is  what  this  committee  is  determined  to  do  and  do  quickly. 

[The  prepared  statement  of  Senator  Dixon  follows:] 
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AGRICULTURE  COMMITTEE  HEARING 

CFTC  REAUTHORIZATION 

STATEMENT  OF  SENATOR  ALAN  J.  DIXON 

OCTOBER  17,19B9 

HE.  Chairman,  I  am  delighted  to  be  here  this  morning  as 
the  Senate  Agriculture  Comrnlttse  continues  its  hearing  on  the 
reauthorliation  of  the  Commoditiea  Futures  Trading  Commission. 
I  aa   quite  pleased  that  the  Committee  will  have  the 


opportunity  to  hear  the 

comments  of  some  very  important 

individuals  from  my  home 

state  of  Illinois.   I  am  sure  you 

will  find  that  their  com 

ments  and  insights  will  be  extremely 

valuable  to  the  Commltte 

e  aa  you  attempt  to  ensure  that  any 

actions  taken  in  the  cou 

rse  of  reauthorizing  the  CFTC  do  not 

al  role  that  the  futures  market  plays  in 
our  national  economy. 

I  am  pleased  to  introduce  to  the  Committee  a  group  of 
individuals  from  Illinois  representing  a  wide  range  of 
interests.   What  they  share  in  common  is  their  involvement  in, 
and  reliance  on,  the  Chicago  Exhanges.   During  the  course  of 
this  hearing  the  Committee  will  receive  testimony  from  Kareten 
~Cash"  Hahlmann,  Chairman  of  the  Board  of  Directors  of  the 
Chicago  Board  of  Trade;  Leo  Melamed,  Special  Counsel  and 
Chairman  of  the  Executive  Committee  of  the  Chicago  Mercantile 
Exchange;  Robert  Wilmouth,  President  of  the  National  Futures 
Association;  Barry  Lind,  Chairman  of  Lind  Waldock  &  Co.;  and 
Donald  HcElmury,  Chairman  of  the  Commodity  Exhange  Committee 
of  the  National  Grain  and  Feed  Association. 

Mr.  Chairman,  all  of  ua  in  this  room  are  deeply  concerned 
over  the  recent  developments  which  have  cast  doubt  on  the 
Integrity  of  the  commodity  markets.   He  are  all  well  aware  of 
the  activities  which  led  to  the  criminal  charges  and 
indictments  against  46  traders  and  brokers,  as  well  as  the 
charges  and  counter -charges  embroiled  in  the  July  soybean 


These  events,  and  the  practices  that  have  come  to  light 
because  of  them,  have  lead  to  increased  calls  for  tougher 
regulations.   I  know  the  Agriculture  Committee  will  soon  act 
on  legislation  designed  to  help  safeguard  the  integrity  of  the 
futures  industry.   I  sincerely  hope  that  this  legislation 
keeps  in  mind  the  need  to  keep  our  futures  market  efficient, 
and  capable  of  meeting  their  increasing  foreign  competition. 

Mr.  Chairman,  financial  markets  are  becoming  increasingly 
international.   The  Chicago  futures  markets  are  the  envy  of 
every  major  money  center  in  the  world.   They  represent  an 
I  financial  asset  to  the  United  States.   Because  of 


B  B.Google 


I  serve  on  the  Senate  Banking  Committee.   Two  years  ago 
we  wenC  through  the  worst  stock  market  crash  in  our  history. 
At  the  same  time,  we  had  a  continuing  aeries  of  insider 
trading  cases  that  was  undermining  the  confidence  of 
individual  investors  in  our  securities  markets. 

I  am  pleased  to  be  able  to  say  that  the  Banking  Committee 
responded  to  the  real  problems  uncovered,  and  that  the 
Committee  is  continuing  to  do  the  kind  of  work  that  improves 
our  understanding  of  our  changing  financial  markets.   I  am 
particularly  pleased  that  the  Banking  Committee  was  wise 
enough  not  to  act  hastily  on  broad  changes  in  market 
regulation  which  could  well  have  had  serious  unforeseen 
consequences  for  our  markets.   Instead,  the  Conunittee, 
recognising  the  impact  that  its  actions  would  have  on  our 
markets,  acted  prudently  and  wisely. 

I  raise  this  example,  Mr.  Chairman,  to  say  that  I  know 
the  problems  the  Committee  is  trying  to  deal  with  as  it  acts 
on  reauthorization  legislation.   I  want  you  to  know  that 
'Cash'  Hahlmann,  Leo  Helaned,  and  Bob  Hilmouth  were  a  lot  of 
help  to  the  Banking  Committee  as  we  struggled  with  the  Issues 
related  to  the  Stock  Market  Crash.   1  know  they  will  be 
equally  helpful  to  you  in  this  situation. 

I  will  not  attempt  to  make  their  case  for  them  here  this 
oiornlng.   They  can  do  that  much  more  eloquently  and  with  much 
more  expertise  than  I  can.   At  this  point,  I  would  simply  like 
to  reiterate  how  Important  I  believe  these  markets  are,  not 
just  to  Illinois,  where  they  have  created  well  over  100,000 
jobs,  but  to  our  nation  In  general.   I  also  want  to  point  out 
something  that  the  Banking  Committee  became  very  sensitive  to 
as  we  worked  on  how  best  to  respond  to  the  1987  crash.   There 
must  be  an  awareness  that  markets  are  interrelated.   Actions 
which  affect  the  futures  industry  will  also  affect  our 
■ecurities  markets,  our  bond  markets,  and  other  financial 
markets.   That  is  another  reason  for  caution,  Hr.  Chairman. 

There  is  a  lot  at  stake  here.  There  Is  a  lot  at  stake 
for  the  futures  markets,  but  there  is  just  as  much  at  stake 
for  all  of  our  financial  markets. 

I  have  some  concerns  about  the  legislation  now  before  the 
Committee.   The  Agriculture  Committee,  however,  has  always  had 
a  reputation  for  producing  legislation  that  was  soundly  based 
on  the  evidence.   You  will  be  hearing  from  an  extremely  good 
group  of  Illinois  witnesses  this  morning.   I  know  they  will  be 
of  great  assistance  to  you  and  your  Committee  as  you  attempt 
to  complete  final  committee  action  on  the  bill.   I  also  look 
forward  to  continuing  to  work  with  you  and  your  Committee,  Mr. 
Chairman.   I  want  you  to  know  that  there  is  no  more  Important 
issue  in  this  Congress  for  roe  than  this  one. 
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The  Chairman.  Senator  Simon,  I  will  yield  to  you.  We  will  be 
talking  to  both  of  you,  of  course,  because  both  of  you  have  an  inti- 
mate knowledge  of  these  markets.  I  want  to  emphasize  to  all  Sena- 
tors that  whatever  we  have  heeird  in  our  town  meetings  back 
home — in  the  Dakotas,  Nebraska,  Missouri,  Vermont  or  anywhere 
else — this  year  when  this  was  a  front-page  item,  is  nothing  com- 
pared to  what  we  will  hear,  and  rightly  so,  if  we  fissume  for  these 
markets  that  things  can  simply  be  business  eis  usual. 

Senator  Simon. 

STATEMENT  OF  HON.  PAUL  SIHON,  A  U.S.  SENATOR  FROM 
UXINOIS 

Senator  Simon.  Thank  you,  Mr.  Chairman. 

I  simply  want  to  underscore  eveiTthing  Senator  Dixon  said  about 
the  need  for  a  bill  that  protects  the  users  of  the  commodities  ex- 
changes and  that  also  strengthens  the  exchanges'  competitive  edge 
over  foreign  futures  markets. 

No  one  is  suggesting  that  there  should  just  be  business  as  usual. 
I  think  the  question  is:  Did  the  people  who  are  goii^  to  be  wit- 
nesses here — Karsten  "Cash"  Mahlmann,  who  is  ^e  Chairman  of 
the  Chicago  Board  of  Trade;  Leo  Melamed,  who  is  the  Chairmftn  of 
tjie  Executive  Committee  of  the  Chiceigo  Mercantile  Exchange — 
just  sit  back  and  say  that  they  want  this  bill  to  allow  them  to  con- 
duct business  as  usueiI? 

They  clearly  did  not.  They  are  people — and  my  colleague  and  I 
have  worked  with  them  for  some  time — they  are  people  of  integrity 
who,  when  problems  arose,  said  we  have  to  move  vigorously  to 
solve  them.  And  they  did  just  that. 

Again,  I  would  just  underscore  that  I  hope  the  committee  isn't  so 
etiger  just  to  do  something  that  we  do  the  wrong  thing.  I  think 
that's  the  other  thing  that  we  have  to  be  very  careful  about.  We 
have  to  protect  farmers  in  Illinois  find  North  Dakota  and  Nebrtiska 
and  South  Dakota  and  Missouri  and  Vermont.  I  don't  know  how 
many  grain  farmers  there  are  in  Vermont  but 

Ilie  Chairman.  Both  of  them  eire  watching  with  great  interest. 
[Laughter.] 

Senator  Simon.  We  also  have  to  malte  sure  that  we  don't  do 
something  that  will  cause  users  of  the  Nation's  futures  markets  to 
take  their  business  to  Japan,  or  England,  or  France.  We  can  and 
must  reach  both  these  gofils  in  the  bill. 

We  must  move  with  some  prudence,  and  I  would  simply  ui^e  the 
committee  to  work  with  the  exchanges  and  with  others  who  are  in 
positions  of  responsibility  so  that  we  emerge  with  rules  that  are 
tighter,  that  protect  the  public  better,  but  that  eiIso  don't  shift  our 
markets  overseas.  The  danger  is  in  passing  a  bill  that  doesn't  strike 
that  balance. 

Mr.  Chairman,  I  would  urge  you  and  the  committee  to  be  very, 
very  careful. 

As  Senator  Dixon  has  said,  the  futures  markets  provides  100,000 
to  110,000  jobs  in  our  State.  That's  a  lot  of  jobs. 

But  more  than  that,  what  we  do  here  will  affect  what  happens  in 
North  Dfikota  to  the  price  of  wheat  and  soybeans.  If  we  don't  do 
our  job  properly  fanners  won't  be  protected,  market  users  won't  be 
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protected  and  billions  of  dollars  worth  of  economic  activity  will 
flow  away  from  this  country. 

If  I  could  just  steal  a  line,  also,  from  Senator  Eagletonwhen  he 
said  here  that  one  of  the  big  problems  is  the  staff  of  tiie  CFTC.  We 
have  to  be  careful,  if  we're  unhappy  with  certain  personnel,  that 
we  don't  overreact  with  l^islation  and  ultimately  do  harm.  I  think 
there  is  a  danger  of  doing  that  here. 

I  have  nothing  further  to  say,  Mr.  Chairman,  but  I  know  after 
y(Hi  read  Senator  Dixon's  remarks  you  will  be  fully  persuaded  as  to 
our  position. 

The  Chairhan.  Thank  you  very  much.  Senator  Simon  and  Sena- 
tor Dixon.  As  I  said,  you  have  spent  time  with  each  member.  I 
know  that  both  of  ^ou  are  supposed  to  be  in  other  committees.  I 
appreciateyour  taking  all  this  time  to  come  over  here.  Good  to  see 
you  both.  Thank  you. 

Senator  Simon.  Thank  you. 

Senator  Dixon.  I  thank  the  Chair  and  the  committee. 

The  Chairman.  Chairman  Gramm,  please  join  us  up  here. ' 

Madam  Chfiir,  go  ahead. 

STATEMENT  OF  WENDY  L.  GRAMH,  CHAIRHAN,  COMMODITY  FU- 
TURES TRADING  COMMISSION,  WASHINGTON,  DC;  ACCOMPA- 
NIED BY  DONALD  L.  TENDICK,  ACTING  EXECUTIVE  DIRECTOI^ 
JOHN  R.  MIELKE,  DIRECTOR  OF  SURVEILLANCE;  ALAN  L.  SEl- 
PERT,  DEPUTY  DIRECTOR  IN  THE  DIVISION  OF  TRADING  AND 
MARKETS;  AND  PAT  G.  NICOLETTE,  DEPUTY  GENERAL 
COUNSEL 
Dr.  Gbamm.  Mr.  Chairman,  let  me  introduce  the  members  of  my 

staff. 

INTRODUCTIONS 

To  my  left  is  Donald  L.  Tendick,  our  Acting  Executive  Director, 
who  knows  our  budget  back  and  forth;  John  R.  Mielke  is  our  Direc- 
tor of  Surveillance;  and  we  have  here  on  my  right  Alan  L.  Seifert, 
Deputy  Director  in  the  Division  of  Trading  and  Markets;  and  Pat 
G.  Nicolette,  who  is  our  Deputy  General  Counsel.  Both  Pat  Nico- 
lette  and  Alan  Seifert  have  provided  the  committee  staff  with  tech- 
nical help  on  the  bill  and  probably  know  this  bill  quite  well. 

REPORT  ON  THE  VOLATILE  MARKET  ACTIVITY 

Before  I  stfirt,  I  would  like  to  take  just  a  minute  to  report  on  the 
volatile  market  activity  that  occurred  in  stock-index  futures  and 
the  stock  market  last  Friday,  find  then  through  the  morning  hour 
on  Mondav,  October  16,  including  the  Sunday  evening  trading  in 
Treasury  bond  futures  market  at  the  Chicago  Board  of  Trade.  I 
would  lUce  to  report  that  there  was  more  planned  coordination  and 
communication  between  regulators  as  a  result  of  the  procedureil 
fireimework  established  by  fiie  Presidential  Working  Group.  Com- 
mission staff  and  I  kept  in  close  touch  with  the  exchanges,  clearing 
associations,  our  counterparts  in  the  r^ulatory  agencies,  including 
the  Treasury  and  the  Council  of  Economic  Advisers. 

The  coonunated  circuit  breakers,  with  the  related  shock  absorb- 
ers and  sidecars  that  were  established  by  the  working  group  last 
year  appeared  to  function  smoothly,  liie  new  communications 
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system  that  we  call  "Hoot  and  Holler"  that  was  the  communica- 
tion link  between  the  exchanges  and  the  r^ulatora  to  share  break- 
ing market  information  also  functioned  well.  I've  many  comments 
about  the  value  of  that  particular  system. 

I'm  ploEised  to  report  that  financial  integrity  in  the  futures 
market  remained  intact.  There  were  intra-day  margin  calls  that 
were  made  and  collected  at  the  usual  times  and  without  incident, 
despite  the  very  heavy  volume  and  significant  price  moves.  There 
were  no  financial  problems  in  the  futures  markets.  Because  of  ar- 
rangements put  in  place  as  a  result  of  the  working  group  recom- 
mendations, there  was  increased  coordination  in  the  clearing  and 
settlement  area  as  well,  and  that  was  of  particular  interest  to  the 
working  group  after  the  1987  events.  And  I'd  report  that  that 
worked  well  here. 

BEFORMS  WORK  AS  DESIGNED 

The  reforms  instituted  after  the  1987  market  break,  including 
the  circuit  breakers,  coordinated  communication,  and  the  clarified 
settlement  Eigreements  between  the  clearing  organizations  and  the 
settlement  banks,  appeared  to  work  as  designed.  The  Commission 
has  already  begun  an  analysis  of  the  markets  during  that  market 
period,  and  we  will  make  that  available  as  soon  as  we  can.  As  you 
know,  this  will  engender  a  number  of  other  studies  to  look  in  detail 
as  to  what  happened  and  the  trading  that  happened  on  those  daj^. 

commission's  views  on  S.  1729 

Mr.  ChEurman,  I  £im  submitting  for  the  record  a  prepared  state- 
ment describing  the  Commission  s  views  on  S.  1729,  the  Futures 
Trading  Practices  Act  of  1989.  Today,  I  will  just  highlight  the  Com- 
mission's views  on  the  legislation. 

Let  me  reiterate  the  Commission's  commitment  to  ensuring  the 
integrity  of  our  Nation's  futures  markets  and  mfiintaining  the  pub^ 
lie's  confidence  in  those  markets.  That  confidence  factor  is  critical- 
ly important  to  the  continued  growth  and  international  competi- 
tiveness of  the  U.S.  futures  industry  and  to  everyone  who  depends  | 
upon  it. 


Accordingly,  we  appreciate  the  efforts  of  you,  Mr.  Chairman,  as 
well  as  Senators  Lugar  and  Kerrey,  cosponsors,  in  introducing  a 
bill  that  is  strong  and  addresses  many  of  the  difficult  issues  that 
have  arisen  in  recent  months.  We  support  the  bill's  goals  and  en- 
dorse most  of  its  specific  provisions. 

COMMODITY  EXCHANGE  ACT 

We  also  appreciate  your  favorable  consideration  of  our  legislative 
recommendations  for  amendments  to  the  Commodity  Exchange 
Act.  As  explfdned  in  our  previous  submissions  to  Uie  committee, 
these  amendments  will  enhance  international  law  enforcement  co- 
operation, provide  additional  customer  protections  in  bringing  pn- 
rate  damage  actions  against  fraudulent  operators,  increase  flexibil- 
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ity  in  the  imposition  of  civil  monetary  penalties  and  require  the 
regietration  of  floor  traders. 

STUDY  ON  DUAI.  TRADING 

I  would  also  like  to  take  this  opportunity,  Mr.  Chairman,  to  ap- 
prise you  that  the  Commission  is  completing  its  empirical  study  on 
dual  trading  that  was  initiated  earlier  tlus  year,  and  to  briefly 
summarize  its  findings.  The  study  measures  the  extent  of  dual 
trading  and  performs  certain  statistical  analyses  concerning  the 
poBBil:^  benefits  of  dual  trading.  In  summary,  the  vast  m^ority  of 
dual  traders  are  highly  specialized  as  either  customer  traders  or 
peraonal  traders.  Further,  tests  of  relative  performance  do  not  indi- 
cate that  dual  traders  as  a  group  are  superior  traders  or  brokers 
compared  to  nondual  traders.  The  tests  indicate  that  dual  and  non- 
dual  traders  are  similar  In  terms  of  the  trade  executions  and  li- 
quidity they  provide  to  the  market.  Our  results  also  indicate  that 
dual  traders  do  not  trade  more  intensively  in  either  low  volume 
markets  or  more  distant  treuling  months. 

Based  on  these  resxilts  and  considering  the  problems  associated 
with  dual  trading,  the  Commission  is  prepared  to  begin  rulem^- 
ing,  to  write  rules,  to  restrict  dual  trading  subject  to  certain  excep- 
tions. Obviously,  these  exceptions  and  details  of  implementation 
will  be  described  in  the  forthcoming  prepared  rules  and  publication 
requesting  jmblic  comment.  The  Commission  will  also  be  providing 
a  more  detailed  briefing  to  the  public,  to  Congress,  its  staff,  and  to 
interested  people  when  we  release  the  study.  We  will  be  releasing 
the  study  in  a  week  or  two.  This  initiative  is  intended  to  address 
the  concerns  that  motivated  the  proposed  l^islation  to  limit  duEil 
trading  included  in  both  the  Senate  and  House  bills. 


I  would  like  to  now  highlight  a  few  provisions  of  S.  1729  and 
some  suggestions  for  chemge.  We  believe  the  provisions  for  en- 
hanced audit  trail  and  improved  trade  surveillfince  and  discipli- 
nary systems  at  the  exchanges  will  be  valuable  additions  to  the 
Commission's  existii^  oversight  program.  As  you  know,  an  im- 

E roved  audit  trail  has  been  a  long-held  Conmiission  goal.  We  do, 
owever,  have  some  concerns  about  l^islatively  mandating  tech- 
nology in  eidvance  of  evidence  that  the  mechanisms  sire  technolt^- 
cally  feasible,  practicable,  or  free  of  potentially  more  troublesome 
i^tributes.  We  also  beUeve  that  the  standard  required  for  audit 
trail  and  market  sequencing  improvements  should  be  one  of  tech- 
nologiCEil  practicability  instead  of  technolt^cal  feasibility.  Substi- 
tuting the  words  "practicable"  for  "feasible"  in  this  standfird  will 
go  a  long  way  to  providing  needed  flexibihty  for  the  exchemges  and 
the  Commission. 

We  understand  the  bill  considerably  broadens  the  reach  of  the 
anttfi*aud  provisions  of  section  4b  of  the  act.  Under  existing  law, 
section  4b  applies  to  acia  or  omissions  where  there  is  direct  harm 
to  the  customer.  Among  other  things,  proposed  section  4b(E)  ap- 
pears to  permit  persons  with  no  c^tomer  or  other  relationship 
with  the  wnmgdoer  to  bring  suit.  Based  upon  our  experience  using 
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section  4b  to  combat  fraud,  it  is  our  belief  that  this  increased  pros- 
pect of  liability  could  have  a  significant  and  perhaps  unintended 
impact  upon  the  operations  of  brokerage  firms  and  other  industry 
professionaLs. 

The  Commission  supports  most  of  S.  1729's  provisions  which 
would  strengthen  and  expand  penalties  and  increase  the  range  of 
law  enforcement  and  customer  remedies  available  under  the  act. 
However,  we  believe  that  further  clarification  is  necessary.  Is  it  the 
intent  of  Congress,  for  example,  to  create  felonies  for  missing  re- 
porting deadlines  or  for  violations  of  minor  book  and  recordkeeping 
requirements? 

I  should  also  bring  to  your  attention,  Mr.  Chairman,  that  in 
regard  to  empowering  the  Commission  to  order  customer  restitu- 
tion in  administrative  cases,  the  Commission  supports  customer 
restitution  as  a  remedy.  However,  a  majority  of  the  Commission  be- 
lieves that  current  law  provides  sufficient  recourse  for  customers  to 
obtain  reimbursement  of  losses — when  funds  are  available.  In 
many  cases,  funds  are  not  available.  The  Commission  can  and  does 
already  seek  disgorgement  of  funds  for  customers  in  Federal  in- 
junctive actions  under  the  act's  current  provisions.  Furthermore, 
under  the  private  right  of  action,  customers  can  go  to  Federal 
courts  to  seek  restitution.  Customers  can  also  seek  restitution  in 
exchange  or  NFA  arbitration  forum. 

Finally,  the  Commission  has,  eis  you  know,  a  unique  reparations 
program,  unlike  other  independent  enforcement  agencies,  that 
allows  customers  to  obtain  damages.  Thus,  a  majority  of  the  Com- 
mission believes  that  additional  authority  is  not  necessary  and 
could  serve  instead  to  raise  expectations  or  to  detract  from  these 
other  avenues. 

In  conclusion,  Mr.  Chairman,  despite  a  few  concerns,  we  believe 
S.  1729  is  a  good  bill  which  provides  the  Commission  with  the  re- 
sources necessary  to  enhance  its  r^ulatory  authority  and  achieve 
desired  improvements  in  the  system.  We  look  forward  to  workii^ 
with  the  committee  further  in  the  weeks  ahead  to  develop  a  bill 
that  ensures  market  int^rity  without  compromising  the  flexibility 
needed  to  respond  to  a  chfinging  marketplace. 

The  Chairman.  I  notice  that  in  your  testimony,  where  you  state: 

Based  on  these  results  and  conceminK  the  problems  oBSociated  with  dual  tradii^, 
the  CommisBion  is  prepared  to  write  rules  to  restrict  dual  trading  subject  to  certain 
exceptions.  These  exceptions  and  details  of  implementation  will  be  described  in  the 
fortticoming  proposed  rules  and  publication  requesting  public  comment. 

Now,  is  that  an  approach  similsir  to  what  is  in  the  Senate  bill? 

Dr.  Gramm.  Obviously,  the  details  of  the  rulemaking  have  not 
been  done  yet,  but,  yes,  the  approach  that  we  are  thinking  about 
would  be  consistent  with  what  is  in  the  bill. 

The  Chairman.  Going  back  to  last  Friday's  market  problems,  are 
you  satisfied  with  the  level  of  intermarket  coordination  that  oc- 
curred and  what  you  have  seen  so  far? 

Dr.  Gramm.  Yes,  I  am. 

The  Chairman.  Has  the  storm  passed  for  these  markets,  or  are 
we  facing  some  heavy  volatility  in  days  ahead?  Every  broker  in  the 
country  is  weighing  your  answer. 

Dr.  Gramm.  As  you  know,  I  make  no  market  predictions. 
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The  Chairman.  Are  there  any  automatic  signs  of  heavy  volatility 
that  you  see? 

Dr.  Gramm.  Not  at  this  point.  

The  Chairman.  Now,  in  S.  1729,  we  expand  the  CFTC's  authority 
to  charge  fees  against  industiy  participants,  those  who  benefit  from 
the  services  and  the  activities  of  the  CFTC.  We  intend,  as  you 
know,  to  recoup  through  this  provision  about  the  amount  of  the  in- 
creases in  the  CFTC  budget  that  will  be  authorized  under  this  bill. 
Those  increases,  of  course,  are  significant. 

Based  on  what  you  have  seen  of  the  legislation,  how  much  money 
per  year  do  you  think  that  S.  1729  would  enable  the  CFTC  to  col- 
lect through  the  service  fees? 

Dr.  Gramm.  Well,  beised  on  the  specific  authorities  that  were 
mentioned  in  S.  1729  and  providing  for,  say,  increeised  fees  to  cover 
increased  floor  surveillance,  I  think  we  estimated  that  would  come 
to  about  $4.9  million  per  year.  Is  that  correct? 

Mr.  Tbndick.  In  addition  to  what  we  are  collecting  now. 

Dr.  Gramm.  In  addition  to  the 

The  Chairman.  It  would  be  about  $4.9  million  in  addition  to 
what  you  are  already  collecting  in  service  fees? 

Dr.  Gramm.  That  la  right. 

The  Chairman.  Thank  you.  We  also,  in  S.  1729,  require  the  ex- 
changes to  implement  new  audit  treiil  technologies  in  3  years  which 
are  able  to  record  trade  times  and  on  a  form  that  cannot  be  altered 
^  the  trader.  Once  it  is  recorded,  that  is  it.  No  one  can  alter  it. 
Tliis  concern,  of  course,  arises  from  the  all^ations  in  the  recent 
Chicago  indictments  that  some  traders  made  fraudulent  entries  on 
trading  cards  or  on  their  manual  audit  trail  records. 

Now,  do  you  agree  with  us  that  fmythlng  less  than  an  "independ- 
ent, precise,  and  complete"  audit  tr^  is  not  sufficient  to  pohce  the 
trading  pits  against  abuses? 

Dr.  Gramm.  Well,  I  have  looked  at  the  GAO  report  as  well  on 
this,  Emd  I  would  eigree  that  more  precise  timing  and  independent 
or  unable-to-be-altered  trading  cards  can  increase  our  ability  to 
both  deter  and  detect  some  kinds  of  trading  abuses. 

But  there  are  other  kinds  of  trfiding  abuses  as  well  that  the  im- 
provement would  not  necessarily  catch,  for  example,  some  of  the 
kinds  of  violations  that  were  occurrit^  as  charged  in  part  of  the 
indictments. 

The  Chairman.  Let  me  make  sure  I  understand  your  answer. 
Are  you  saying  that  you  can  do  your  enforcement  without  inde- 
pendent, precise,  aad  complete  audit  trails? 

Dr.  Gramm.  No,  I  think 

The  Chairman.  I  mean,  you  have  different  kinds  of  enforce- 
ment  

Dr.  Gramm.  Right, 

The  Chairman  [continuing].  But  are  you  better  off  vnth  or  with- 
out independent,  precise,  and  completo  audit  trails? 

Dr.  Gramm.  As  you  know,  the  Commission  is  long  committed  to 
improving  audit  tr^ls  and  getting  more  precise  information.  Wi^ 
respect  to  independence,  our  recent  efforts  In  rulemakit^  to 
remove  the  trading  cards  from  the  hands  of  traders  would  achieve 
some  results  similar  to  independence — that  is — unable  to  be 
altered. 
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The  Chairman.  My  leist  question  is  that  2  weeks  ago,  the  CFTC 
rejected,  by  a  3-to-2  vote,  a  proposal  which  we  had  contained  in  S. 
1729  which  would  allow  the  CJtC  administrative  law  judges  to  re- 
quire defendants  found  to  have  defrauded  customer  to  pay  restitu- 
tion to  those  customers. 

Your  ar^ment,  as  I  read  it  and  as  I  understand  it,  is  that  exist- 
ii^  remedies  for  customer  recovery  are  f^ood  enough  and  that  this 
new  one  is  not  needed.  However,  according;  to  the  figures  cited  by 
Commissioner  Fowler  West  at  your  meeting,  the  total  estimated 
customer  losses  in  CFTC  adimnistrative,  injunction,  and  otjier 
cases,  were  more  than  $80  million  in  fiscal  1988  alone,  while  the 
total  fines,  disgorgements  and  restitutions  were  $13.7  million,  a 
small  fraction  of  that  $80  million. 

With  that  kind  of  a  record,  how  in  good  conscience  can  you  block 
any  proposal  aimed  at  helping  customer  recover  their  losses  from 
fraudulent  operators  on  the  grounds  that  current  avenues  of  resti- 
tution are  good  enough?  I  mean,  are  you  not  there  to  protect  the 
people?  You  are  a  public  body,  not  an  industry  body.  How  can  you 
say  that,  if  the  losses  are  $80  million,  we  are  doing  well  enough  if 
we  recover  only  $13.7  million? 

Dr.  Gramm.  Let  me  clarify  my  comments.  The  Commission  sup- 
ports getting  customer  restitution,  where  there  are  funds  to  be 
gotten,  and  I  would  say  that  in  many  cases 

I^e  CHAntMAN.  You  would  never  know  it  by  the  vote. 

Dr.  Gramm  [continuing].  In  many  cases,  when  we  have  gone  in, 
when  customers  have  lost  money,  there  is  not  money  to  be  had 
from  the  firm  that  has  been  doing  the  defrauding,  and  while  the 
Commission  supports  getting  customer  restitution,  the  Commission 
feels  that  there  are  these  other  four  avenues  and  we  would  not 
want  to  deter  or  detract  or  to  raise  customer  expectations  and  de- 
tract from  these  other  avenues  that  are  available.  The  Commission 
does  seek  disgorgement  of  customer  funds  in  Federal  District  Court 
as  well.  When  the  funds  are  available,  we  seek  that  as  a  remedy. 

The  Chairman.  But  your  3-to-2  vote  does  not  indicate  that.  You 
say  that  we  all  weuit  everybody  to  recover,  but  do  not  ask  us  to 
help.  We  will  block  your  recovery,  so  we  do  not  hold  out  false 
hopes.  I  do  not  understand  that  at  all. 

Dr.  Gramm.  Well,  I  think  that  t^e  3-to-2  vote  indicates  that  it 
was  a  close  Commission  decision  and,  as  I  indicated  earlier,  all 
members  of  the  Commission  support  customer  restitution  as  a 
remedy. 

The  Chairman.  Well,  do  you 

Dr.  Gramm.  It  was  felt  that  there  were  these  other  avenues  such 
as  the  Commission's  reparations  program,  as  well  as  the  private 
right  of  action,  aa  well  as  the  Commission  seeking  the  ii^unctive 
action  in  Federal  court,  where  there  are  funds  available. 

The  Chairman.  We  have  a  proposal  in  S.  1729  which  would  allow 
the  CinX?  administrative  law  judges  to  require  defendfuits  found  to 
have  defrauded  customers  to  pay  restitution  to  those  customers. 
Are  you  in  favor  of  that  provision  or  not? 

Dr.  Gramm.  The  majority  of  the  Commission  just  feels  that  that 
is  not     cessary 

T  Ohairman.  I  understand  what  the  vote  was.  Are  you  in 
r  of  that  provision  or  not? 
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Dr.  Gramm.  I  voted  with  the  mauority  on  that. 

The  Chairman.  Mrs.  Gramm,  your  vote  is  a  matter  of  record. 
Are  you  in  favor  of  that  provision  in  S.  1729  or  not? 

Dr.  Gramm.  No,  I  am  not. 

The  Chairman.  Thank  you. 

Senator  Lugar. 

Senator  Lucar.  Mr.  Chairman,  I  ask  unanimous  consent  that  a 
statement  I  would  have  offered  at  the  beginning  of  the  hearing  be 
made  a  part  of  the  record,  and  I  apologize  that  another  meeting 
made  it  impossible  for  me  to  be  here  at  the  beginning.  ^ 

In  order  to  expedite  the  hearing  I  have  no  questions  to  ask  at 
this  point. 

The  Chairman.  Thank  you. 

We  will  go  to  Senators  Kerrey,  Bond,  Conrad,  Daschle,  and 
Fowler. 

Senator  Kerrey. 

Senator  Kerrey.  Thank  you,  Mr.  Chairman. 

Chairman  Gramm,  I  would  like  to  continue  with  the  question 
that  Senator  Leahy  asked.  As  I  imderstood  it,  the  proposed  rule  did 
not  require  that  restitution  be  made  in  every  instance,  it  simply 
gave  the  administrative  law  judge  the  option  of  ordering  restitution 
when  money  was  available.  Further,  it  directed  the  CFTC  to  simply 
take  customer  losses  Into  account. 

I  do  not  find  that  inconsistent  at  aU  with  your  stated  objective  of 
making  sure  that  other  avenues  were  used.  Certainly,  if  money  was 
available  and  the  judge  was  willing  to  take  losses  into  account,  I  do 
not  understand  at  all  why  you  oppose  that  particular  change  in 
your  authority. 

Dr.  Gramm.  We  do,  as  a  matter  of  Commission  policy,  take  cus- 
tomer losses  into  account  and  also  take  into  account  whether  or 
not  a  firm  haa  made  restitution  to  customers. 

Senator  Kerrey.  But  the  administrative  law  judge  currently 
cannot  take  customer  losses  into  account  and  currently  does  not 
have  the  option  of  ordering  restitution,  if  money  is  available. 

Dr.  Gramm.  That  is  correct. 

Senator  Kerrey.  Now,  I  just  leave  it  at  that.  I  wanted  to  align 
myself  with  the  chairman  in  feeling  that  this  is  a  very  reasonable 
thing,  not  Emything  that  would  hamper  the  CFTC.  I  really  did  not 
want  to  stir  up  additional  comment,  because  I  think  you  have  an- 
swered the  question  and  offered  reasons  why  you  do  not  think  the 
change  should  be  made. 

Let  me  talk  a  little  bit  about  undercover  investigations.  You  and 
I  have  had  previous  discussions  about  it.  You  may  be  aware  that 
Agriculture  Secretary  Yeutter,  after  the  last  hearing  that  we  had, 
Diade  statements  to  the  effect  that  the  FBI  sting  operation  showed 
that  the  exchanges  ajid  the  Commission  did  not  find  a\\  the  wrong- 
doing and  that  giving  the  CFTC  authority  to  conduct  undercover 
investigations  would  be  a  step  toward  increasing  confidence  and 
improving  oversight. 

You  seem  to  believe  that  that  is  not  necessary,  is  that  true? 

'  The  prepared  Btatemmt  of  Senator  Lugar  can  be  found  on  p.  Z. 
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Dr.  Gramm.  I  believe  that  the  current  situation,  with  the  FBI 
having  the  authority,  is  sufHcient.  In  fact  the  kind  of  coordination 
which  has  occurred  with  the  undercover  operation,  the  sting  oper- 
ation  that  we  all  know  about  and  that  has  been  publicized,  is  an 
example  of  how  government  law  enforcement  officials  can  coordi- 
nate  tuid,  indeed,  in  a  very  effective  way,  to  bring  a  case 

Senator  Kerrey.  Let  me  describe  to  you  the  coordination  as  I  see 
it.  Madam  Chairman,  and  you  tell  me  if  you  think  I  am  right  or 
wrong.  Customers  were  not  getting  their  coinpleiints  addressed, 
they  brought  a  number  of  complaints  to  the  U.S.  Attorney,  Anton 
Valukas,  who  began  an  investigation  on  his  own,  and  when  the  in- 
vestigation was  pretty  well  ongoing,  he  notified  you  that  something 
was  about  to  happen. 

Dr.  Gramm.  No,  that  is  not.  We  peui^icipated  in  that  investigation 
from  the  beginning. 

Senator  Kerrey.  You  self-generated  the  investigation  and  went 
to  Anton  Valukas  and  said  we  have  some  problems  and  we  need  an 
undercover  investigation? 

Dr.  Gramm.  I  did  not  say  that  we  self-generated  it.  As  a  matter 
of  fact,  the  issue  of  exactly  the  beginnings  of  the  investigation  is 
something  that,  as  you  know,  the  Justice  Department  has  kept  con- 
fidential; for  various  reasons,  it  is  something  that  is  not  disclosed, 
but  we  have 

Senator  Kerrey.  Well,  1  am  growing  increasingly  uncomfortable 
with  the  various  reasons,  I  must  tell  you,  because  this  is  a  very  key 
point  in  our  trying  to  determine  whether  or  not  to  give  you  this 
authority.  At  some  point  we  are  going  to  either  have  to  have  those 
various  reasons  or  people  like  me  will  simply  conclude,  and  I  be- 
lieve there  is  sufficient  reason  to  conclude  it,  that  the  CFTC  was 
not  going  to  pursue  an  investigation,  that  without  the  U.S.  Attor- 
ney's Office  following  through  on  its  own,  this  investigation  would 
not  have  occurred  at  all. 

Dr.  Gramm.  I  would  just 

Senator  Kerrey.  That  is  what  people  like  me  will  conclude, 
unless  those  various  reasons  are  supplied  to  us,  because  it  seems  to 
me  that 

Dr.  Gramm.  Excuse  me,  but  I  would  like  to  put  in  the  record  of 
the  heeoing  a  letter  from  the  U.S.  Attorney,  the  only  one  that  actu- 
ally came  early  on.^  He  was  thanking  me  for  our  participation  in 
that  undercover  operation  and  indicated  that  we  were  participating 
since  its  inception.  That  letter  came  to  me  unsolicited,  I  think  it 
was  sometime  in  February  or  March,  earlier  this  year. 

Again,  the  details  of  who  started  what,  or  when,  are  details  that, 
as  you  know,  the  Justice  Department  has  kept  confidential,  and  I 
have  let  them  know  of  the  fact  that  you  are  very  interested  in  just 
exactly  those  issues,  given  your  concern  of  oversight  over  our 
Commission. 

Senator  Kerrey.  I  have  seen  the  letter,  because  you  provided  it 
in  a  previous  hearing,  but  I  am  just  telling  you  that  I  have  reached 
t  conclusion  that,  had  Anton  Valukas  not  generated  that  investi- 
f     ion  on  his  own,  no  investigation  would  have  occurred.  I  have 
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reached  that  conclusion.  That  you  cooperated,  that  you  did  not  ob- 
struct the  investigation  is  a  secondary  matter  to  me,  I  have  con- 
cluded that  the  generation  of  the  investigation  occurred  aa  a  conse- 
quence of  complaints  filed  with  the  U.S.  Attorney's  Office,  not  as  a 
consequence  of  complaints  filed  with  the  CI^TC. 

Dr.  Gbamm.  I  would  like,  £dso,  to  let  you  know  about  our  commit- 
ment to  undercover  operations  as  a  general  matter.  I  am  very 
strongly  in  favor  of  having  undercover  operations  occur.  The  kind 
of  cooperation  with  the  FBI  not  only  existed  in  the  past,  but  is  con- 
tinuing and  will  continue  in  the  future.  I  have  had  several  conver- 
sations with  Judge  Sessions  emd  his  Btaff,  bo  you  can  be  eissured 
that  that  kind  of  coordination  and  cooperation  will  continue. 

Senator  Kerrey.  You  are  quoted  in  the  Chicago  Tribune,  on  the 
3d  of  August,  in  response  to  a  question  about  this  kind  of  undercov- 
er operation,  as  saying  that  "The  FBI  basically  has  the  authority  to 
break  a  lot  of  laws  in  order  to  do  the  undercover  operation,  and  we 
want  to  leave  the  undercover  authority  with  the  folks  who  do 
that."  Is  that  em  accurate  description  of  your  feelings  toward  the 
FBI  and  their  authority? 

Dr.  Gbamm.  Yes,  I  think  that  they  have  the  expertise,  as  well  as 
a  lot  of  experience  now,  over  the  last  20  years,  m  the  actual  con- 
duct and  the  kinds  of  problems  that  occur  with  complicated  under- 
cover-lrpe  operations,  emd  I  would,  if  you  are  interested  in  that,  I 
would  be  happy  to  have  the  FBI  come  up  and  explain  those  aspects 
toyou. 

They  do  have  the  authority,  for  example,  to  bypass  a  lot  of  the 
laws,  the  laws,  for  example,  that  govern  government  employees 
with  respect  to  contracting,  with  respect  to  false  identities  for  trad- 
ing on  exchanges,  to  keeping  the  funds  from  the  trades,  all  those, 
you  might  say,  the  more  technical  details  of  being  undercover. 

Obviously,  there  has  to  be  coordination  and  cooperation  and  real 
close  contact  among  the  agents  and  the  d^^TC,  because  of  the  ex- 
pertise, the  knowledge  of  what  makes  a  trading  violation,  where 
the  customer  is  abused  and  how  and  what  kinds  of  records  must  be 
used  to  build  the  best  case,  and  that  is  the  kind  of  effort  and  sup- 
port in  staf&ig  that  we  provide  and  will  continue  to  provide  in  the 
future 

Senator  Kerrey.  My  discomfiture  is  a  consequence  of  your  obser- 
vation (a)  that  the  FBI  has  the  authority  to  break  a  lot  of  laws,  and 
that  (b)  you  think,  if  that  is  your  observation,  that  that  is  the  pre- 
ferred agency,  then,  to  carry  out  these  undercover  operations. 

Dr.  Gramm.  Perhaps  a  philosophical  point,  that  in  my  view  the 
operation  that  occurred  in  the  past  is  a  good  example  of  how  agen- 
cies can  work  together  in  something  very  complicated,  very  innova- 
tive for  financial  markets  and  come  to  some  real  conclusions.  We 
have  46  indictments.  Now,  I  know  that  the  process  is  still  ongoing, 
and  let  me  not  prejudge  it,  but  still  we  come  to  some  very  vigorous 
law  enforcement  conclusions  there  and,  agam,  the  investigation  is 
still  ongoing.  / 

We  support  that.  My  view  is  that  if  things  work  well,  unless 
there  is  something  that  needs  to  be  chang^,  that  we  do  not  seek 
the  authority  to  change.  That  is,  again,  the  reason  why,  from  my 
previous  vot«  that  concerns  you,  if  there  are  other  avenues  produc- 
ing results,  I  do  not  see  a  need  for  that  particular  change.  That  is 
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very  different  from  Baying  that  I  oppose  doing  undercover  oper- 
ations at  all.  That  is  wrong. 

I  think  that  undercover  operations  may  well  be  the  only  way  you 
can  catch  some  kinds  of  violations  on  the  trading  floore,  and  cer- 
tainly may  be  the  most  cost-effective  way  to  do  so. 

Senator  Kskrsy.  I  am  sure,  Madam  Chair,  that  you  have  read 
and  heard  in  my  statements  to  Senator  E]agleton  that  I  believe  that 
you  should  hold  responsible  those  who  are  in  charge  for  whatever 
happens  under  their  watch,  and  I  do  not  want  this  to  be  personal, 
but  I  have  questions  about  whether  the  Commission  itself  has  done 
fill  that  it  could. 

I  would  like  to  ascertain,  for  example,  if  your  job  is  a  full-time 
job.  Do  you  work  all  of  your  hours  at  the  CFTC? 

Dr.  Grahm.  It  is  more  than  a  full-time  job. 

Senator  Kerrey.  Do  you  work  any  additional  hours  for  this  ad- 
ministration in  other  policy  areas? 

Dr.  Gramm.  In  other  policy  areas?  No. 

Senator  Kerrey.  You  spend  no  time  in  your  working  week  doing 
other  policy  considerations  for  this  administration? 

Dr.  Gramm.  No.  I  spend  all  my  time  on  this  job.  From  time  to 
time,  other  people  may  ask  me  about  issues  that  I  dealt  with  earli- 
er. But  no  time,  no  significant  time  is  spent  on  other  than  my  job. 

Senator  Kerrey.  Let  me  give  you  one  more  time  to  answer  this 
question.  Madam  Chair.  When  they  ask  you  ouestionB,  do  you  say 
to  them,  "I  don't  have  time  to  answer  that,  or  do  you  allocate 
some  of  your  time  to  attempt  to  answer  other  domestic  policy  ques- 
tions that  face  the  administration? 

Dr.  Gramm.  I  am  not  aware  of  other  domestic  policy  issues  that 
have  come  up  to  me  to  spend  any  significant  time  on. 

Senator  Kerrey.  I  did  not  say  "signiflcEint  time,"  Madam  Chair.  I 
asked  you  any  time,  and  you  said  none,  and  now  you  are  qualifying 
that  with  "significant."  Let  me  be  the  judge  of  whether  it  is  si^iifi- 
cant  or  not.  Do  you  spend  any  of  your  time  on  other  policy 
matters? 

Dr.  Gramm.  I  think  I  might  spend  a  few  minutes  over  the  weeks 
if  someone  asks  me  about  an  issue  that  I  might  have  deeilt  with 
back  when  I  was  at  0MB,  but  just  to  refresh  their  memory.  Again, 
it  might  be  5  minutes  of  a  telephone  call — with  a  question,  such  as, 
do  you  remember  what  occurred  with  respect  to  a  statistical  policy 
issue  or  something  like  that. 

Senator  Kerrey.  No  more  than  that,  you  would  never  leave  the 
office  to  go  to  0MB,  leave  the  office  to  participate  in  other  policy 
matters,  other  than  your  work  at  the  CFTC? 

Dr.  Gramm.  Certainly  not  on  anything  other  than  financial  mar- 
kets and  other  financial  policy  issues. 

Senator  Kerrey.  Thank  you. 

The  Chairman.  Thank  you. 

Senator  Bond. 

Senator  Bond.  Madam  Chairman,  maybe  it  would  helpful  to 
ki  how  many  hours  a  week  you  normally  spend  on  the  work  of 
t     OPTC? 

Gramm.  How  many  hours  per  week?  Let  me  see,  I  normally 
m  around  8,  more  recently  7:30  in  the  morning  when  the  mar- 
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kets  are  busy,  leaving  around  7  in  the  evening.  This  weekend,  we 
had  a  meeting  on  Sunday  and  so  we  were  in  all  weekend. 

Senator  Bond.  Would  it  be  fair  to  say  60  hours-plus? 

Dr.  Gramm.  At  least.  At  least. 

Senator  Bond.  That  is  certainly  not  insignificant  and  I  have  to 
say  very  great  dedication  to  the  work. 

There  have  been  some  other  questions  raised  about  the  activity 
of  the  Commission  and  whether  it  is  a  sleeping  giant  or  sleeping 
pygmy  or  sleeping  beauty.  Would  you  like  to  comment  on  the  atti- 
tude and  the  mission,  as  you  see  the  CFTC  under  your  leadership? 

Dr.  Gkamm.  I  would  be  happy  to.  1  would  like  to  say  that  I  prefer 
to  be  a  sleeping  beauty  than  a  sleeping  pygmy.  I  think  it  is  impor- 
tant to  remember  that  the  Commission  is  very  active.  Not  every- 
thing necessarily  metkes  the  news,  but  we  do  an  awful  lot  of  our 
activity  in  a  way  that  is  quiet  and  does  not  make  the  news.  Our 
rule  enforcement  reviews.  We  do  our  oi^oing  market  surveillance 
well  in  Eidvance  of  anything  that  might  become  public,  and  many 
things  do  not  become  public. 

In  the  past  year  and  a  half,  for  example,  that  I  have  been  there, 
the  Commission  has  responded  to  the  events  of  the  stock  market 
crash,  and  I  think  very  responsibly  so.  I  think  the  events  after  1987 
indicated  that  the  futures  markets  and,  indeed,  the  regulatory 
structures  in  place  there  were  strong  and,  indeed,  a  lot  stronger 
than  expected,  given  the  volatility  back  in  1987.  We  did  not  have 
any  financial  losses  due  to  failure  of  firms  back  even  in  1987.  Obvi- 
ously with  the  investigation  that  occurred,  we  have  had  strong 
Commission  action  and  involvement  in  that  investigation,  coopera^ 
ing  with  the  law  enforcement  agencies. 

We  have  brought  other  very  significant  cases  over  the  last 
months  in  sales  practice  fraud,  for  example,  that  are  dealing  with 
very  targe  HmiB.  As  a  matter  of  fact,  the  Director  of  the  Division  of 
Enforcement  received  a  Presidenticd  award,  a  merit  award  this 
past  year  that  I  recommended  him  for  and  that  he  v/aa  given.  It 
was  given  to  one-half  of  1  percent  of  the  members  of  the  Senior  Ex- 
ecutive Service.  We  have  been  very  vigorous  in  the  way  of  law  en- 
forcement, cooperative  law  enforcement,  not  only  at  the  FBI  highly 
publicized  levels,  but  aiao  on  our  own  and  with  the  State  and  local 
officials.  We  also  have  made  great  strides  in  international  coopera- 
tion and  cooperation  with  international  law  enforcement  efforts,  as 
well  as  with  other  international  regulators.  We  have  some  feuc- 
reaching  memorandum  of  imderstanding  to  share  information  with 
international  r^ulators. 

I  think  that  while  people  may  disagree  on  the  events  regarding 
soybeans,  frankly,  we  monitored  those  markets  over  the  years, 
much  of  which  was  not  made  public,  and  averted  what  could  have 
been  a  very  disorderly  situation  there.  I  think,  in  all  respects,  this 
Commission  has  been,  indeed,  very  vigorous.  We  responded  to  what 
we  found  as  a  result  of  the  undercover  operation  and  indictments. 
As  I  kept  saying,  one  of  the  purposes  of  an  undercover  investiga- 
tion is  to  determine  what  cheuiges  and  what  reforms  might  be 
made  and  need  to  be  made  and,  indeed,  we  have  moved  forward  on 
a  number  of  reforms,  not  the  least  of  which  is  a  dual  trading  study, 
as  well  as  rulemakings  in  response  to  what  we  found  over  the  past 
year  and  a  half. 
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Senator  Bond.  Madam  Chairman,  I  know  it  is  atlll  too  early,  as 
Senator  E^leton  and  I  discussed,  to  evaluate  all  the  things  that 
happened  last  Friday  and  yesterday,  but  I  would  say  that,  even 
though  the  fall  was  not  as  precipitous  and  there  were  not  the  other 
factors  involved  as  there  were  in  1987,  at  least  on  the  surfeice  it 
appeeirs  that  definite  progress  has  been  made.  I  would  certainly 
compliment  you  eind  the  working  group  and  the  exchanges  for 
adopting  reforms  and  improvements  in  procedures  which  lead  to 
many  of  the  actions  taken.  We  Eire  obviously  going  to  be  having 
more  hearings  on  that  in  this  committee  find  probably  also  the 
Banking  Committee  will  get  to  hear  discussions  again. 

Dr.  GsAMM.  I  forgot  to  mention  that  eis  well. 

Senator  Bond.  All  right.  Just  a  couple  of  questions. 

You  have  indicated  in  your  testimony  that  there  should  be  some 
exceptions  to  restricting  dual  trading.  How  would  you  deal  with  li- 
quidity problems  that  the  bill  might  raise  if  a  strict  ban  on  dual 
trading  was  applied  on  smaller  exchanges? 

Dr.  Gramm.  Basically,  Senator,  the  details  of  the  ban  and  what 
kinds  of  exceptions,  say,  for  customers  who  would  want  to  use  a 
duEil  trader  or  exceptions  for  new  contracts,  or  whatever,  are  de- 
tails that  the  Commission  has  yet  to  address,  but  they  will  certain- 
ly be  addressed  during  the  rulemfiking  process. 

Senator  Bond.  Do  you  have  any  concerns  on  a  brOEider  scale  that 
some  of  the  provisions  in  the  bUt  might  result  in  U.S.  markets,  par- 
ticularly the  Chicago  markets,  losing  their  edge  internationally, 
with  the  result  that  we  would  see  some  more  of  this  particular  type 
of  financial  transaction  moving  overseas  and,  if  so,  which  provi- 
sions and  what  could  be  done  to  alleviate  the  problem? 

Dr.  Gramm.  I  think,  as  I  indicated  in  my  testimony,  there  are 
several  areas  of  concern.  One  is  the  concern  about  mandating  a 
technology  for  which  there  might  be  some  other  more  serious  prob- 
lem or  that  might  not  be  technologically  feasible.  As  you  know,  the 
Commission  has  been  very  active  in  monitoring  computerization 
and  innovations  like  GLOBEX. 

Again,  there  are  not  many  computerized  trading  systems,  not 
many  around  the  world,  and  there  aie  not  many  t^t  have  large 
volumes,  either.  And  there  could  be  other  problems  that  we  need  to 
be  very  careful  about,  such  as  computer  security  and  financial  in- 
tegrity. So,  I  have  some  concerns  about  mandatmg  something  that 
may  have  other  problems  or  may  not  be  practicable. 

Tliere  are  some  other  provisions  in  here  that  could  create  addi- 
tionfil  concerns  about  liability  for  some  of  the  big  FCM'b,  for  exam- 
ple, that  would  have  a  greater  effect  on  the  FCM  group,  the  large 
institutions,  rather  than  the  exchanges.  So,  there  are  some  things 
that  would  affect  exchanges  and  the  costs  there,  but  also  some  that 
affect  other  institutions  as  well. 

Senator  Bond.  Thank  you  very  much,  Madam  Chairman. 

Senator  Conrad  [presiding].  Tliank  you,  Senator  Bond. 

Chairman  Gramm,  if  the  I^^I  investigation  turned  up  some  46  in- 
dictments, approximately  19  of  those  were  traders  in  the  soybean 
'^Quld  you  tell  me  if,  to  your  knowledge,  any  of  those  traders 
I  actively  trading? 
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Dr.  Gramm.  I  believe  that  in  the  soybean  pit,  there  are  some  who 
may  be  trading,  but  there  are  none  trading  for  cuetomers.  I  wUl 
have  to  get  that  information  and  provide  that  for  you. 

Senator  Conrad.  Do  you  have  any  ballpark  estimate  of  how 
many  of  those  that  are  under  indictment  are  stUl  trading? 

Dr.  Gramm.  Of  the  46  traders,  it  is  my  understanding  that  there 
are  about — and  I  will  have  to  get  the  correct  figures  for  you — there 
are  about  17  that  may  be  trading,  and  I  believe  on  the  Chicago 
Board  of  Trade  that  none  of  those  are  trading  for  any  customers. 

Senator  Conrad.  As  I  understand  it,  your  indication  is,  of  the  46 
who  were  indicted,  some  17  are  still  trading,  is  that  approximately 
correct? 

Dr.  Gramm.  I  believe  so. 

Senator  Conrad.  Does  that  raise  questions  in  your  mind  as  to 
the  enforcement  mechanism  of  the  exchanges? 

Dr.  Gramm.  As  you  know,  the  traders  eire  indicted  and  they  are 
going  through  the  process  and  they  are 

Senator  Conrad.  Have  we  not  had  46  indictments  and  are  they 
not 

Dr.  Gramm.  That  is  r^ht,  4€  indictments,  and  of  those  8  are  set- 
tlements, and  I  believe  that  some  firms  have  voluntarily  kept  some 
of  the  traders  from  trading. 

Senator  Conrad.  I  am  a  bit  confused  here  by  your  answer,  be- 
cause I  indicated  that  46  were  indicted 

Dr.  Gramm.  That  is  right. 

Senator  Conrad  [continuing].  And  you  indicated  that  IT  are  still 
trading.  Then  you  indicated  they  were  not  yet  indicted,  that  they 
were  going  through  the  process. 

Dr.  Gramm.  No,  I  am  sorry,  they  are  indicted  but  they  have  not 
been  tried  or  found  guilty  yet. 

Senator  Conrad.  My  question  is,  if  people  have  been  indicted  and 
are  still  trading,  does  that  not  raise  some  questions  about  the  en- 
forcement mechemism  of  the  exchanges,  the  policing  mechanism? 
Are  you  comfortable  with  the  fact  that  17  of  46  who  were  indicted 
are  still  trading,  according  to  your  numbers? 

Dr.  Gramm.  I  do  have  some  concerns  about  that  and  have  spoken 
to  the  exchanges  about  that  issue.  It  is  my  understanding  that,  of 
the  people  who  are  trading,  that  there  are  some  who  are  not  han- 
dling any  customer  accounts  at  all,  just  trading  for  themselves.  But 
I  do  believe  there  are  maybe  some  11  who  are  still  trading  and  we 
do  have  some  concerns  about  that. 

Senator  Conrad.  There  are  11  who  are  still  trading? 

Dr.  Gramm.  Trading  for  customers,  including 

Senator  Conrad.  Wio  were  indicted? 

Dr.  Gramm.  Who  have  been  indicted  but  not  yet  found  guilty. 

Senator  Conrad.  Well,  let  me  ask  you,  that  strikes  me  as  raising 
serious  questions  about  the  process  that  we  have  here;  of  the  en- 
forcement process  that  we  have.  If  you  share  that  concern,  as  I 
heEir  you  saying  that  you  do,  what  have  you  done  about  the  fact 
that  11  of  the  46  who  are  indicted  are  still  trading  for  accounts 
other  than  their  own? 

Dr.  Gramm.  Well,  we  have  looked  just  at  what  our  authorities 
are,  but  you  also  recognize  that  these  are  traders  that  are  indicti 
but  they  are  still  going  through  the  process  of 
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Senator  Conrad.  Still  going  through  the  legal  process? 

I^.  Gramh.  Right. 

Senator  Conrad.  I  understand  that,  but  what  I  am  asking  you  is 
if  you  are  concerned  about  11  of  46  who  are  indicted  still  trading 
for  accounts  other  than  their  own,  trading  for  public  accounts,  my 
question  is  what  have  you  euid  what  heis  the  CrTC  done  about  it? 

Dr.  Grahm.  Well,  the  Commission  and  1  have  researched  what 
avenues  there  are  with  respect  to  those  who  may  still  be  trading, 
but,  again,  it  is  something  that  the  Commission  nas  discussed,  we 
have  balanced  the  concern  about  trsidin^  against  the  individual 
ri^ts  of  the  traders  who  are  innocent  until  proven  guilty. 

Senator  Conrad.  Well,  what  about  the  public  rights  of  those  who 
ought  to  have  confidence,  ought  to  have  ability  to  have  confidence 
in  the  markets?  I  must  say  I  am  finding  these  answers  disturbing. 

If  we  have  folks  who  have  been  indicted  for  abuse  of  their  trust 
and  11  of  the  46  are  still  trading  for  public  accounts,  17  are  still 
trading,  what  does  that  do  for  confidence  in  these  markets? 

Dr.  Gramm.  Again,  the 

Senator  Conrad.  What  do  we  say  to  the  ffirmers  out  there  who 
are  dependent  on  these  markets  to  get  a  fair  deal  and  they  have  11 
people  stUl  trading  for  their  accounts  who  are  under  indictment? 

tSt.  Gramm.  First  of  Etll,  I  do  not  think  any  Eire  trading  on  the 
Chic£igo  Board  of  Trade,  there  are  none  that  are  trading  for  cus- 
tomer accounts  at  all.  Again,  you  might  raise  that  with  the  ex- 
changes. I  did  reuse  that  with  the  exchanges  find,  again,  it  is  an 
issue  of  people  being  innocent  until  proven  guilty.  It  is  a  concern  at 
the  Commission  about  their  registration  and  the  Commission  did 
consider  whether  or  not  we  should  move  forward  in  pulling  back 
those  r^^trations,  but  the  Commission 

Senator  Conrad.  You  are  the  r^ulator,  and  if  you  have  46 
people  that  are  indicted  and,  according  to  your  testimony,  as  I  un- 
derstood it — perhaps  I  misunderstood — 11  of  those  eu%  still  trading 
for  accounts  other  than  their  own,  and  my  question  to  you  is,  if  you 
are  concerned  about  it,  you  indicated  you  are  concerned,  what  have 
you  and  the  Commission  done,  as  the  regulator,  to  assure  the 
public  that  they  are  dealing  with  honest  folks? 

Dr.  Grabih.  Well,  we  have  done  a  lot  of  things  to  assure  the 
public 

Senator  Conrad.  With  respect  to  these  II? 

Dr.  Gramm.  With  respect  to  those  11, 1  think  that  the  U.S.  Attor- 
ney also  has  been  quite  clear  that  they  are  innocent  until  proven 
guilty.  However,  the  Commission  has  raised  that  concern  with  the 
exchanges  and  at  this  point  has  not  taken  action  in  that  peui:icular 
area. 

Senator  Conrad.  Does  that  leave  you  with  some  concern  about 
iho  process  here?  I  mean  if  people  are  under  indictment  for  cheats 
ing  customers  and  they  are  still  out  there  trading,  does  that  not 
reuse  some  concern  about  what  kind  of  a  process  we  have  here?  I 
mean  should  not  they  be  suspended,  should  not  something  happen, 
should  not  you,  the  regulator,  be  involved  in  assuring  that  fol^  out 
there  as  customers  are  getting  an  honest  shake? 

Dr.  Gramm.  Indeed,  ageun,  that  is  something  that  the  Commis- 
considered  in  the  past.  The  U.S.  Attorney,  as  well  as  we, 
imed  about  bringing  overlapping  cases,  but  again,  with  re- 
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spect  to  that  particular  registration  issue,  is  something  the  Com- 
mission has  considered  and  has 

Senator  Conrad.  Has  done  nothing. 

Dr.  Gramm  [continuing].  Has  considered  and  decided  earlier  on 
that  we  would  not  take  action  at  that  time. 

Senator  Conrad.  So  you  have  considered  it  find  done  nothing? 

Dr.  Gramm.  Considered,  again,  against  moving  forward  in  a  legal 
action  that  would  have  some  questionable 

Senator  Conrad.  I  would  just  say  again,  Mrs.  Chairman,  I  do  not 
think  that  is  very  confidence-buildii^  for  those  who  are  out  there 
who  are  relying  on  these  markets. 

Dr.  Gramm.  It  would  involve  questionable  use  of  our  authority  to 
be  able  to  pull  the  registration,  and  again,  bearing  In  mind  that 
they  are  innocent  until  proven  guilty,  basically. 

The  CHAntMAN  [presiding].  Dr.  Gramm,  could  the  exchanges 
themselves  suspend  these  11? 

Dr.  Gramm.  The  exchanges  themselves,  as  I  understand,  have 
taken  some  voluntary  actions 

The  Chairman.  Could  they  8us[>end  them?  Whether  they  have  or 
not,  could  they? 

Dr.  Gramm,  I  do  not  believe  they  could  suspend  them 

The  Chairman.  Have  they  taken  any  action  to  suspend  them? 

Dr.  Gramm.  No.  I  think  I  will  probably  have  to  get  back  to  you. 
It  is  my  understanding  that  they  could  not  suspend  them,  but  th^ 
have  asked  the  firms  to  keep  some  of  the  traders  from  trading  for 
customer  accounts,  and  that  is  how  you  have  the  difference  of  some 
of  them  not  trading. 

The  Chairman.  Is  that  all  they  can  do,  just  say  "you  are  under 
indictment,  please  do  not  trade?"  I  am  not  trying  to  be 
sarcastic 

Dr.  Gramm.  It  is  my 

The  Chairman.  Let  me  please  finish.  I  just  want  to  make  sure  I 
fuUy  understand  this.  All  they,  the  exchanges,  can  do  is  say  to  the 
trader  that  while  you  are  under  indictment — realizing  that  cases 
go  on  for  years  and  years  and  years  with  appeals — you,  trader,  are 
in  the  middle  of  trials  or  whatever,  so  please  do  not  trade? 

Dr.  Gramm.  As  I  recall — emd  again,  I  will  have  to  check  on  that, 
because  these  conversations  were  held  several  months  ago 

The  Chairman.  I  know,  but  the  rules 

Dr.  Gramm.  As  I  recall,  they  felt  they  did  not  have  that,  at  least 
one  exchange  did  not. 

The  Chairman.  Well,  Dr.  Gramm,  I  am  sorry  I  cut  in  here,  but 
you  are,  after  all,  the  Chair  of  the  CFTC.  Would  you  do  me  a  favor 
and  check  and  find  out  whether  either  you  or  the  exchanges  have 
the  auUiority  to  stop  these  people  from  trading?  It  is  a  matter  of 
more  than  the  passing  moment  in  this  whole  area. 

Dr.  Gramm.  I  do  know  about  the  CFTC,  and  that  is,  with  the 
CFTC,  there  is  some  question  about  our  authority,  that  if  we  were 
to  start  a  process,  when  we  research  it,  we  start  a  process,  there 
would  be  some  fair  risk  of  losing  that  case. 

The  Chairman.  I  will  tell  you  this.  If  there  is  some  question  on 
it,  it  has  now  become  more  than  abstract  and  academic.  Why  do 
you  not  see  if  you  can  resolve  the  question  and  let  us  knt 
cause,  if  there  really  is  a  question,  maybe  we  can  resolve  it  in  ii 
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lation.  This  is  critical  to  the  way  you  could  nin  the  CFTC.  It  might 
be  a  good  time  to  find  out  what  the  exchanges  axe  able  to  do. 

We  have  Senators  Daschle,  Cochran,  and  McConnell. 

Senator  Deischle. 

Senator  Daschle.  Chairman  Gramm,  I  would  be  interested  if  you 
could  just  tell  us  what  your  position  would  be,  since  you  have  con- 
sidered it  a  good  deal,  and  obviously  the  CFTC  has  come  to  the  con- 
clusion that,  because  of  the  l^ali^  matter  here,  that  you  may  or 
may  not  have  the  authority,  would  you  support  leeielatioo  to  cWi- 
ly  your  authority  to  do  this  in  the  reauthorization  bill? 

Dr.  GaAMM.  Personally? 

Senator  Daschle.  Yes. 

Dr.  Geamm.  I  would  support  that. 

Senator  Daschle.  You  would  support  that? 

Dr.  Gramm.  Yes. 

Senator  Daschle.  In  response  to  so  many  of  your  questions 
today,  you  have  indicated  justifiable  interest,  in  my  view,  in  the 
need  to  be  sensitive  to  international  competition,  but  I  think  at  the 
same  time  you  have  not  shown  the  kind  of  sensitivity  to  consumer 
confidence.  I  think  we  have  to  be  sensitive  to  both,  and  I  am  sure 
you  would  agree  with  that. 

I  think  of  all  the  things  that  the  bill  introduced  by  Senators 
Leahy  and  Lugar  does,  tt^t  would  allow  us  to  be  sure  that  con- 
sumer confidence  is  attfiined  in  the  future,  is  the  one  which  en- 
hances your  enforcement  powers,  boosting  your  funding  autiiority 
by  50  percent  and  expanding  your  powers  to  charge  service  fees  to 
Eillow  the  adequate  resources  to  ensure  that  you  have  the  capabil- 
ity in  the  future.  Do  you  support  that? 

Dr.  Gramm.  I  do  support  that.  I  would  also  say  that  we  at  the 
Commission  are  very  cognizant  of  our  role  as  primarily  a  role  of 
customer  protection  find  market  int^rity.  That  is  the  meiin  mis- 
sion of  this  Commission  and  we  do  carry  that  out  vigorously.  We  do 
support  the  increase  in  resources,  as  well  as  the  use  of  fees. 

Now,  whether  or  not  the  fees  that  are  talked  about  here  would 
support  the  whole  increase  or  not — we  indicated  that  the  fees  that 
are  talked  about  here  would  support  about  a  $4.9  million  increase 
in  the  fees  that  we  do  receive.  But  we  do  support  the  increase  in 
the  Commission's  size,  as  well. 

Senator  Daschle.  What  would  you  do  immediately  upon  receiv- 
ing the  additional  authority  to  increeise  resources?  Where  would 
you  put  those  resources? 

Dr.  Gramm.  Well,  we  already  have  a  plan.  I  would  like  to  in- 
crease our  floor  surveilleince  by  30.  I  also  have  in  place  a  plan  to 
increfise  the  size,  by  small  amounts,  but  for  a  small  agency  it  is  a 
significant  increase,  in  our  proceedings,  which  includes  the  repara- 
tions program  and  the  information  resources  management  area,  be- 
cause of  the  computerization  that  is  occurring  and  the  extra  techni- 
cal expertise  that  we  need. 

Across  the  board,  we  feel  like  we  need  resources  for  economic 
analysis,  meu*ket  surveillance,  and  enforcement.  We  have  been  in- 
creasing our  Division  of  Enforcement.  It  is  our  largest  division  now, 

t  we  need  more  resources  there.  Also  the  Division  of  Trading  and 
kets,  which  has  been  the  real  workhorse  over  the  past  few 

ITS,  is  in  sore  need  of  more  resources. 
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Senator  Daschle.  I  do  not  know  that  you  can  compare  the  SEC 
and  the  CFTC  in  this  regard,  but  I  think  it  is  appropriate  to  men- 
tion that,  when  it  comes  to  resources,  the  SEC  has  four  times  the 
resources  you  do  and  had  five  times  the  enforcement  actions  you 
did  last  year.  You  hfid  only  one-fifth  the  enforcement  actions  the 
SEC  did.  Would  you  attribute  that  largely  to  your  lack  of 
resources? 

Dr.  Gramm.  I  would  not  say  it  is  entirely  due  to  lack  of  re- 
sources. We  have  a  smaller  number  of  people  that  we  r^:ulate  and 
there  are  a  large  number  of  other  factors  that  account  for  that.  We 
also  have  a  very  large  reparations  program  and  I  think  our  arbitra- 
tion program,  that  the  exchanges  and  the  NFA  have,  is  effective  in 
providing  some  recourse  for  customers. 

Senator  Daschle.  I  would  ask  if  I  could  clarify  something  with 
regard  to  the  oral  statement  you  made,  and  you  made  it  also  in  ref- 
erence to  one  of  the  earlier  questions.  I  do  not  recall  now  who  it 
was,  but  you  indicated  that  you  have  some  concern  about  mandat- 
ing technology  in  adv£mce  of  evidence  that  the  mechanisms  are 
technologically  feasible,  practical  or  free  of  troublesome  attitudes. 

Referring,  of  course,  to  electronic  trading,  COMEX  in  the  last 
couple  of  weeks  announced  that  they  will  institute  an  electronic 
trading  program.  Other  financial  institutions  in  other  parts  of  the 
world  have  already  indicated  that  they  find  it  to  be  a  satisfactory 
means  of  trading.  Are  you  referring  here  to  electronic  trading  imd, 
if  so,  in  light  of  COPiffiX's  decision,  how  do  you  Fmd  that  there 
would  be  some  difficulty  in  mandating  technol<^y  that  is  already 
beii^  used  by  one  of  the  exchemges  here  in  this  country? 

Dr.  Gramm.  With  respect  to  the  COMEX  decision,  the  hand-held 
technology,  as  well  as  to  the  GLOBEX  technology,  all  of  that  tech- 
nology, I  would  say  that  we  at  the  Commission  are  very  eager  to 
monitor  that  very  carefully.  We  have  spent  a  lot  of  time  and  re- 
sources in  the  approval  process  in  GLOBEX  to  ensure  that  those 
systems  have  int^rity  and  are  secure.  But  these  systems  are  not  in 
place  yet,  they  are  still  at  very  early  stages.  At  COMEX,  for  exam- 
ple, the  hand-held  system  has  not  been  tested  yet,  and  GLOBEX  is 
now  being  test«d. 

Given  concerns  over  computer  security  and  other  issues,  we  want 
to  be  able  to  monitor  very  carefully  those  systems  as  they  are 
tested.  They  are  not  in  place  yet  ana  there  could  be  some  unfore- 
seen problems.  They  m^ht  not  work  as  well,  they  might  have 
other  problems,  we  do  not  know.  So,  that  is  just  a  concern,  but  that 
does  not 

Senator  Daschle.  Let  me  just  tell  you,  I  really  do  not  think,  with 
all  due  respect,  Dr.  Gramm,  that  you  have  anywhere  near  the  ap- 
preciation of  the  difficulty  in  perception  that  exists  today  with 
regard  to  the  CFTC  and  consumer  confidence.  It  seems  to  me  every 
time  anyone  has  brought  up  a  problem  today,  you  cited  reasons 
why  that  particular  action  may  be  unwarremted,  eeich  one  of  them 
imdermining  dramatically  the  consumer  confidence  that  people 
have  in  your  regulatory  ability. 

Sooner  or  later,  you  are  either  going  to  enhance  it  or  you  are 
goinff  to  lose  it,  it  is  not  going  to  stay  the  same.  My  hunch  is  that  if 
the  Conmussion  continues  to  conduct  itself  in  the  way  that  it  has 
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with  this  benign  examination  of  what  is  happening  in  iront  of 
them,  you  are  going  to  lose  it,  and  this  is  just  another  example. 

I  thmk  this  bill  and  other  opportunities  like  it,  per  se  or  not,  is 
irrelevant,  but  we  need  to  use  this  vehicle  to  give  you  the  kind  of 
ability  necessary  to  send  a  message  to  the  whole  country  that  con- 
sumer confidence  is  of  paramount  importance  and  you  are  going  to 
do  all  you  can  to  ensure  that  it  happens,  and  I  frankly  do  not  see 
that  in  the  response  to  the  questions  that  you  have  been  asked  this 
morning,  nor  in  response  to  the  kinds  of  opportunities  the  industry 
itself  is  taking  to  see  that  it  happens. 

So,  I  would  hope  that  you  would  reconsider  some  of  these  things 
fmd,  as  you  consider  each  and  every  one  of  your  options,  remember 
the  importance  of  consumer  confidence  even  more  than  the  impor- 
tance of  international  competition,  because  if  we  cannot  keep  our 
customers  here  at  home,  it  does  not  matter  whether  we  lose  busi- 
ness abroad.  We  have  to  keep  our  customers  here  first. 

Dr.  Gramm.  Senator,  I  agree  with  you  and  I  would  say  that  ques- 
tions have  not  been  a^ed  about  the  issues  that  we  agree  with  and 
that  we  vigorously  support  in  this  bill,  that  this  is 

Senator  Daschle.  Well,  I  do  not  see  much  vigor  this  morning. 

Dr.  Gramm  [continuing].  This  is  a  bill  that  we  think  is  very 
strong  and  has  a  lot  of  good  elements  to  it.  In  fact  the  Commission 
has  undertetken  a  lot  of  reforms  and  rules  and  we  are  in  the  proc- 
ess of  proposing  and  implementing  them  right  now,  in  response  to 
the  need  for  customer  confidence.  I  would  agree  and  the  people  in 
the  industry  have  heard  me  talk  about  customer  confidence  and 
the  need  for  reform.  I  put  a  speech  into  the  record  that  I  just  gave 
at  a  recent  industry  conference  on  just  that  particular  issue.  ^ 

Senator  Daschle.  Thank  you. 

The  Chairman.  Thank  you. 

We  will  go  in  just  a  moment  to  Senator  Cochran  and  Senator  Mc- 
Connell  and  then  Senator  Gorton.  Just  so  everybody  will  know  the 
schedule,  we  will  stay  on  this  heeiring  until  12:30.  I  am  going  to  be 
leaving  momentarily  to  take  over  as  the  manager  of  an  item  on  the 
floor  and  will  come  back.  I  will  be  in  and  out.  We  will  go  until 
12:30,  and  then  recess  for  the  Republican  and  Democratic  caucuses 
at  that  time.  We  will  come  back  at  2:30. 

Senator  Cochran. 

Senator  Cochran.  Thank  you  very  much,  Mr.  Chairman. 

Dr.  Gramm,  welcome  to  the  committee  heeiring.  Let  me  say  that 
I  know  that  the  Commission  has  been  at  work  reviewing  the  sug- 
gested changes  in  authority  that  are  prescribed  in  this  bill  before 
us  today  and  other  changes  that  are  designed  to  improve  the  confi- 
dence of  those  who  use  the  exchanges  and  who  trade,  who  are  in- 
terested in  the  integrity  of  the  system.  It  is  my  ho[>e  that  this  hear- 
ing will  really  enable  us  to  understand  what  authorities  the  Com- 
mission needs  that  would  equip  it  to  do  its  job  better,  to  reach  the 
goals  that  we  all  have. 

In  that  connection,  in  your  review  of  the  Leahy-Lugar  bill  that  is 
pending  now  before  the  committee,  what,  if  anything,  would  you 
ask  the  committee  to  include  as  new  authority  for  the  Commission 
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to  enable  it  to  do  a  better  job  or  to  meet  some  of  the  challenges 
that  we  face  in  this  modem  era? 

Dr.  Graum.  I  would  say  that  there  is  one  proposal,  that  was  a 
recent  proposal  of  the  Commission,  that  the  committee  did  not 
have  or  that  Senators  Leahy  and  Lugar  did  not  have  a  chemce  to 
put  in  this  bill  that  we  would  like  to  have,  and  that  is  a  section 
that  would  give  us  the  authority  to  get  information  from  the  un- 
regulated amliates  of  Futures  CommiBsions  Merchaints.  It  is  really 
one  of  the  recommendations  that  came  to  us  after  the  market 
events  of  October  1987.  We  have  not  necessarily  had  the  need  to 
use  it  this  time  in  response  to  last  week's  volatility.  However,  it  is 
an  authority  we  believe  is  very  useful.  It  would  give  us  the  ability 
to  get  information  about  potential  financial  risk  of  an  affiliate  of  a 
firm  that  we  would  regulate.  We  would  like  that  authority  and  I 
would  be  happy  to  have  that  included  as  well. 

Senator  Oochran.  I  hope  that,  as  we  proceed  to  a  markup  ses- 
sion, which  I  understand  is  scheduled  for  the  near  future,  that  you 
will  provide  some  suggested  language  for  us  to  include  as  an 
amendment  in  that  way.  I  will  be  happy  to  offer  that  at  the 
markup  session. 

Dr.  Gramm.  Thank  you.  We  have  included  that  with  our  longer 
package  for  part  of  the  record  of  this  hearing. 

Senator  Cochban.  I  also  have  heetrd  from  some  who  are  con- 
cerned about  the  authority  that  is  given  to  the  CFTC  in  this  new 
legislation  to  impose  service  fees  and  in  some  way  this  could  lead 
to  a  grasp  for  greater  power  or  an  impetus  for  the  Commission  to 
becoming  a  giant  rwulatory  body  as  large  as  it  wanted  to  become 
by  just  adding  user  fees  or  service  fees  to  those  exchanges  who  are 
regulated  by  the  Commission,  and  we  could  end  up  with  a  hydra- 
headed  monster  that  nobody  could  control,  not  even  the  Congress 
or  the  executive  brsinch.  What  is  your  reaction  t«  that?  Do  you  see 
this  service  fee  authority  as  a  temptation  by  the  Commission  to 
really  assume  a  lot  more  power  than  anybody  right  here  may  pre- 
dict that  they  would  like? 

Dr.  Gramm.  I  think  not.  First  of  all,  I  think  you  should  know 
that  we  would  not  have  an  incentive  to  ask  for  fees  just  to  meike 
ourselves  b^er,  because  all  the  fees  go  directly  to  the  Treasury. 
They  do  not  come  to  the  CPTC  and  we  cannot,  therefore,  use  them 
directly  for  our  own  staffing.  They  go  to  the  Treasury,  and  that  I 
think  splits  away  the  incentive  for  a  bureaucracy  just  to  tax  in 
order  to  make  ourselves  bigger. 

Also,  any  fees  would  have  to  be  established  by  rulemaking.  I  also 
understand,  I  cannot  remember  the  name  of  the  act,  but  there  is  a 
law  that  says  that  we  may  not  ask  for  fees  that  go  above  the  cost  of 
the  service  being  provided,  so  that  indeed  could  be  limiting. 

Senator  Cochran.  Do  you  see  the  requirements  in  the  act  for  the 
electronic  trading  or  the  modem  technologies  to  be  included  and 
put  into  operEition  within,  I  think  it  says  3  years  here  in  the  bill, 
that  being  so  onerous  a  financial  burden,  that  a  lot  of  the  smaller 
exchanges  might  actually  be  put  out  of  business  if  that  is  carried 
forward  and  enacted  into  law? 

Dr.  Gramm.  I  think  it  could  possibly.  I  guess  the  question  is  that 
we  do  not  know  what  the  technology  or  what  other  kinds  of  tech- 
nology are  out  there  that  might  be  developed  that  mi^t  indeed 
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cheap  enough  for  some  of  the  etnaller  exchanges,  and  at  this  time 
it  is  bard  to  predict  that. 

Senator  Cochran.  Would  we  be  better  off  with  some  sort  of  test- 
ing or  study  period,  rather  than  just  a  flat  edict  that,  no  matter 
whether  you  came  up  with  something  that  worked  or  not,  you  had 
to  implement  it  just  becauBe  it  was  new? 

Dr.  Gramm.  Actually,  I  think  that  a  very  small  change  in  the 
language  could  do  what  I  think  what  the  Senate  would  like  to  do, 
and  that  is  to  push  toward  more  precise  audit  trfiils,  but  give  some 
flexibility.  That  is  to  put  in  the  word  "practicable"  insteful  of 
"feasible  .  That  is,  these  technologies  would  be  implemented  if 
preicticable,  because  there  might  be  something  that  is  technologi- 
cally feasible,  but  at  great  expense  and,  agam,  with  other  prob- 
lems. Perhaps  there  is  other  language  that  could  deal  with  the  con- 
cern that  there  might  be  other  proluems  that  we  have  not  seen  yet 
that  could  make  these  systems  troublesome. 

Senator  Cochran.  Thank  you  very  much.  Dr.  Gramm.  I  think 
your  testimony  this  morning  has  been  very  helpful  to  the  commit- 
tee and  I  congratulate  you  for  it. 

Dr.  Gramm.  Thank  you. 

Senator  Cochran.  Tluuik  you,  Mr.  Chairman. 

Senator  McConnell.  I  think  I  am  next,  Mr.  Chairman. 

Senator  Harkin  [presiding].  Senator  McConnell. 

Senator  McConnell.  Just  a  couple  of  questions.  Dr.  Gramm. 

Would  it  be  practical  to  place  added  restrictions  on  the  opening 
Emd  closing  15  minutes  of  trading,  since  those  are  higher  volume 
times? 

Dr.  Gramh.  Yes,  we  have  some  rulemakings  with  respect  to  both 
the  open  and  the  close.  There  are  some  restrictions  that  are  al- 
ready being  put  in  place.  Let  me  turn  to  Alan  Seifert,  who  can  give 
you  some  details.  But  we  have  made  some  proposals  as  well  eis 
some  exchanges  have  made  some  proposals.  We  think  that  the 
open  and  the  close  are  areas  where  there  have  been  some  problems 
of  violations  and,  therefore,  are  seeking  to  improve  our  monitoring 
of  that  area. 

Senator  McConnell.  And  what  tire  you  suggesting? 

Mr.  Seifert.  There  is  a  rule  proposal  out  now  that  includes  one 
provision  that  would  require  an  audit  trail  designation  for  those 
trades  that  take  place  during  the  opening  and  closing  trading 
period,  that  is  those  periods  upon  which  the  opening  and  closing 
ranges  are  based. 

In  addition,  we  are  undertaking  a  rulemaking  to  require  ex- 
changes to  have  some  provision  for  customer  orders  to  be  executed 
perhaps  by  some  average  price  or  some  other  mechanism  that 
would  provide  customers  with  some  heightened  degree  of  assurance 
as  to  the  quedity  of  the  executions  that  they  receive  during  those 
periods  of  time. 

Senator  McConnell.  In  addition  to  looking  at  restrictions  on  the 
open  and  close,  have  you  also  looked  at  maybe  restricting  to  cer- 
tain pits?  Have  you  looked  at  that  way  of  getting  at  it? 

Jir.  Gramm.  I  think  you  missed  my  opening  statement,  but  I 

have  in  my  opening  statement,  that  we  are  concluding  a  study  test- 

aome  hj^wtheses  concerning  the  beneflts  of  dual  trading.  Beised 

at  and  the  problems  associated  with  dual  trading,  we  will  be 
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working  on  a  rulemaking  to  restrict  dual  trading.  The  details  are 
not  yet 

Senator  McConnell.  When  do  you  expect  that  to  be  completed? 

Dr.  Gramh.  Well,  what  I  would  like  to  do  is,  in  the  next  week  or 
two,  to  release  publicly  the  economic  analysis  that  we  have  done  on 
dual  trading  with  a  rulemaking  proposal  to  follow  hopefully  by 
Thanksgiving.  But  the  rulemaking,  as  we  see  it  now,  would  be  con- 
sistent with  the  provisions  of  the  bill,  the  Senate  bill  now  as  it 
stands. 

Senator  McConnell.  Dr.  Gramm,  one  iinal  question.  I  under- 
stand that  a  couple  of  years  ago  the  CFTC  creat^  an  Agricultural 
Advisory  Committee. 

Dr.  Gramm.  Yes. 

Senator  McConnell.  And  I  am  wondering  how  extensive  a  use 
you  make  of  this  committee. 

Dr.  Gramm.  The  Agricultural  Advisory  Committee  is  chaired  by 
Commissioner  Kalo  Hineman,  who  is  a  long-time,  40-year  produc- 
er— farmer  and  rancher.  It  is  very  valuable  to  the  Commiasion  as  a 
way  of  getting  input  from  the  agricultural  community  and  to  give 
them  information  about  what  the  Commission  is  doing.  We  found 
them  very  valuable,  for  example,  in  the  latest  soybean  episode, 
getting  their  comments  and  views,  as  well  as  telling  them  what  the 
Commission  does  and  did  during  the  particular  events  arising  with 
reevect  to  the  May  and  July  soybeeins. 

Senator  McConnell.  So,  you  call  on  them  frequently,  do  you? 

Dr.  Gramm.  Typically,  the  meetii^;s  are  every  6  months  or  so, 
but  we  can  call  them  and  did  call  an  extra  meeting  this  past 
summer  and,  indeed,  Commissioner  Hineman  keeps  in  constant 
contact  with  all  of  its  various  members. 

Senator  McConnell.  Thank  you,  Mr.  Chairman. 

Senator  Harkin.  Thank  you. 

Senator  Gorton. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Dr.  Gramm,  I  guess  I  have  a  more  fundamental  question  or  a 
more  fundamental  position.  I  tend  to  agree  with  some  of  the  frus- 
tration that  was  expressed  earlier  here  by  Senator  Daschle.  I  am 
sorry,  I  spent  the  earlier  part  of  this  morning  in  a  fascinatii^  hear- 
ing on  what  went  on  in  Panama  last  week  and  missed  Senator 
E^^leton's  statement,  but  as  I  read  through  Senator  Eagleton's 
statement,  I  ^d  a  great  deal  with  which  I  eigree.  He  makes  a  con- 
ditionfd  su^estion  which  I  would  meike  much  less  conditioned,  and 
I  ask  you  to  do  the  best  job  you  possibly  can  to  get  out  from  under 
the  hat  you  particularly  wear  and  tell  me  why  in  the  world  there 
is  any  justification  for  the  existence  of  the  Commodity  Futures 
Trading  Commission. 

I  do  not  believe,  to  be  perfectly  frank  with  you,  that  emy  bill  we 
can  write — and  I  think  this  is  a  good  bill — is  ever  going  to  cure  the 
problem  of  a  group  of  exchanges  which  are  engaged  in  activities 
very  closely  paralleled  to  those  which  are  governed  by  the  Securi- 
ties and  Exchange  Commission,  governed  by  a  completely  separate 
Commission,  with  different  people,  operating  under  a  different  law 
and  under  an  obviously  different  philosophy. 

We  lucked  out  on  Friday  and  over  the  weekend  when  we  had  the 
tremendous  disparity  between  futures  trading  and  actual  stock 


cibv  Google 


42 

prices  in  New  York  and  we  worried  all  weekend  ae  to  whether  or 
not  we  were  going  to  see  a  repeat  of  2  years  ago.  It  did  not  ha[roen, 
but  in  my  view,  to  a  large  extent,  that  simply  weia  blind  luck.  Why 
in  the  world  should  not  these  exchanges  be  governed  by  the  SBC? 

Dr.  Gramm.  Let  me  first  of  all  make  a  couple  of  comments.  First 
of  all,  as  you  know,  futures  products  are  different  them  stocks;  fu- 
tures are  used  for  hedging  and  price  discovery.  In  r^ulatlng  fu- 
tures the  underlying  cash  msirket  product  is  extremely  impoiitant. 
In  the  case  of  soybeans,  for  example,  we  have  to  understand  the 
soybean  market  to  be  able  to  understand  soybean  futures  markets 
and  to  monitor  those  meirkete  efTectively.  The  same  is  true  with  the 
stock  futures.  Stock-index  futures  and  the  underlying  cash  markets 
that  the  SEC  r^ulates  are  very  closely  linked. 

With  respect  to  what  happened  over  the  weekend,  though,  be- 
cause I  think  you  missed  some  of  my  earlier  statements  in  which  I 
indicated  that  over  the  last  2  years  an  awful  lot  has  been  done  in 
response  to  the  market  events  of  1987,  not  the  least  of  which  are 
coordinated  circuit-breakers,  increased  communication  among  reg\i- 
lators,  but  also  clearing  and  settlement  changes.  The  events  of  the 
past  week  demonstrated  that  there  was  an  awful  lot  of  cooperation 
Emd  coordination.  We  did  have  a  test  of  the  circuit-breakers  and, 
while  there  obviously  will  be  more  studies,  all  of  the  circuit- 
breakers  and  the  plans  worked  as  plemned,  as  programmed.  Also, 
with  respect  to  clearing  and  settlement,  there  were  large  amounts 
of  intraoay  margins  collected,  emd  there  were  no  financial  prob- 
lems at  all  on  the  futures  side  of  any  firm.  The  markets  are  calm 
today. 

I  do  not  think  it  was  blind  luck.  I  think  that  our  activity  with 
the  working  group  emd  the  reforms  that  were  put  in  place  got  a 
test  run  this  past  weekend,  and  I  think  that  everybody  is  generally 
pleeised  with  how  communication  was  coordinated.  I  think  that 
such  communication  is  appropriate,  not  only  among  the  SEC  and 
the  CFTC.  but  also  with  the  other  regulators.  The  Fed  and  the  SEC 
both  came  to  our  Sunday  market  surveillance  meeting.  We  also 
communicated  with  the  Department  of  the  Treasury  and  the  Coun- 
cil of  E^conomic  Advisers. 

Senator  Goeton.  Coordination  and  cooperation  are  words  we 
hear  in  all  kinds  of  contexts,  and  there  is  no  question  but  that 
some  of  the  concepts  and  the  commodities,  the  titles  of  what  we  do 
are  different,  but  the  money  is  the  same.  The  money  moves  f^m 
C^cago  to  New  York  with  great  ease,  as  a  matter  of  fact  moves 
because  of  differences,  in  spite  of  all  of  these  things  that  you  have 
stated. 

I  have  listened  carefully,  but  I  have  not  heard  a  justification  yet 
for  why  we  have  two  separate  regulatory  agencies  governing  the 
same  kind  of  money,  the  same  kind  of  temperament,  the  same  kind 
of  attitudes,  the  same  kinds  of  either  investment  or  speculation. 

Dr.  Gramm.  Again,  I  do  think  they  are  different  markets.  In  ear- 
lier days  people  said  there  was  somewhat  of  a  conflict  in  having 
the  CFTC  as  part  of  the  Department  of  Agriculture.  Our  job  is  to 
ensure  that  these  markets  are  basically  price-neutral.  We  monitor 
ng  function  of  these  contracts,  and  the  contracts  are  used 
'  J  different  purposes,  as  opposed  to  what  goes  on  elsewhere, 
18  regulated  by  the  SEC. 
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GoKTOK.  W^  let  me  a^  a  qoadiMi  about  daewlme^ 
1  a  pore  gneatioo  of  fact,  la  tfaoe  any  other  eountzj  in 

Willi  &ee  maikets  iriiicii  has  two  separate  regolatofy 
r  Aeae  two  separate  fanctxns? 

tn     K»igf»»Mi     unH     in     Japun     ^qa     hff 


r  GOKiw.  ObnooB^.  I  would  qipredale  an  answer  to  that 
I,  if  TOO  have  a  f**»nrt^  to  kxik  into  it. 
~  Dr.  OuHH.  Tea. 
SpMtoif  GoBiaK.  Thank  ><oii.  Mr.  Chaimian. 
Senatiir  HaaxDC.  Thank  7011,  Senator  Gorton. 
Senator  Boadiwitz. 

r  BoacHwnz.  Thank  ;qq,  Mr.  Chairman. 
not  here  tar  most  td  the  teatiiiMiuji,  having  come  in  &tBn 
.  but  I  would  like  to  adk  y%ia.  Madam 
ns  about  the  oooqietiliun  at  our  mazkets, 
ibe  Bond  of  Trade  and:.  md^M'd,  the  MinneapcA  Grain  FTrKangy 
md  olfaen  win  probably  be  confronted  with  in  ycais  to  come. 

I  wonder  if  Ton  would  gi*e  me — and  I  wiD  an  the  niliiiiiwii  that 
are  on  tlie  panel  tfais  aflououn  aa  wdl— an  weniew  of  ■mbat  kind 
of  maikelB  ace  detdiMnig  azonnd  the  woiid  and  under  what  kind 
dwhat  kind  of  nmerriBon  and  what  kind  of  a  threat 
I  of  the  Amcncan  '*—"""»«'  of  fotnces 

mfcete  as  to  regolate  toon  out  of  ^^^^g*"^  I9'  aDowing 
oniQiekitjan  to  anat  is  mat  a  fegitimate  fieaz? 

Dr.  ^^*»"*  I  think  juu  raise  aome  very  good  qneniiaH.  As  jvn 
knmr,  we've  had  a  preemineooe  in  this  country.  Our  markets  are 
the  oldest  markets  in  the  world.  There  is  cumiietiuon-  There  are 
marketa  frtan  Ja|ian  to  J/ntAitti  »rtA  Fiance,  naritj^i  t^^^^i,  Sniga- 
pore^  Australia.  Canada-  Fd  s^  that,  in  the  financial  futm^  area 
in  particular,  there  is  luueasmg  uUeiuatMioahiatMn;  mti)  coun- 
try »ii"i»  to  be  an  intematioaal  marketplace  tar  financial  fiiluit* 
At  *!«»  ConnnisBan,  I  hare  participated  in  international  regolatan 
"■'"■F  c*v  snee  I  hare  keen  at  the  CuiiiiuiBBioo-  We  ham  had 
\  legnlatofs  w^jrity  that  has  met  tor  10  jcars  in 
I  we  host  one,  so  that  international  ngalatoKs 
f  6  mootha  tf  not  more  often.  We're  now  as  aaso- 
r  of  another  iMt*»  imriital  icgnlaCory  a 
[  rtiiwt  that  th^  qoesxiaDS  yoa  i  ' 
would  take  me  a  lot  longer  to  a 


point  out  that  the  CcamriiMiwi  has  a  great  interest  in  the  i 

tJOBsl  iiPiiHT*''f™"«^  area.  I  wouldaMO  pan  ' 

formatian,  that  on  the  House  skle.  the  1 

a^a  us  to  do  a  competmveneai  stndy,  much  tike  a  lot  of  the  qoes- 

tiona  that  you  ask. 

Sf"*"  BuauHwiu,  I  understand  that  there  are  aome  iwiniiiisii 
to  neaaure  the  "■"f***""'  a^iectt  of  the  indnsry  that  perhaps 
Jm»iM  be  aatitfed  prior  to  this  ln.ial  iliisi  and  the  imp*''*'  of  tins 
ImriilBliiai  Tbere  is  a  good  deal  of  talk,  both  in  London  and  in 
TAjo,  that  cOxts  are  now  being  made — I'm  mre  aboui  Toicyo  and 
1  beueve  Lundow  as  well— to  gain  a  larger  foothold,  to  eain  a  larser 
B  of  the  nisi  111  II.  poitiealarly  the  markeu  in  international  fi- 


cibv  Google 


44 

I  wonder  if  you  would  direct  your  attention  specifically  at  the 
Japanese  efforts.  What  are  they  doing  and  how  are  they  r^ulated 
by  comparison? 

Dr.  Gbamm.  The  Japanese  niarkets  are  very  interesting.  They 
have  many  r^ulators,  as  a  matter  of  fact.  They  have  some  markete 
that  are  open  outcry  markets  much  like  ours.  The  futures  markets 
for  agricultural  products  are  regulated  by  the  Ministry  of  Agricul- 
ture, while  the  Ministry  of  Finance  regulates  other  kinds  of  nituree 
products.  More  recently,  the  Japanese  have  introduced  finEincial  fu- 
tures. Stock-index  futures  on  the  Topix  and  the  Nikkei  have  been 
introduced  since  last  year  and  frankly  have  generated  a  lot  of  in- 
terest around  the  world. 

Senator  Boschwitz.  Ib  the  d^ree  of  r^ulation— after  the  pas- 
sage of  this  bill,  emd  I  presume  it  will  be  passed  either  in  its 
present  form  or  in  a  somewhat  amended  form,  in  your  judgment 
will  our  exchanges  be  disadvantaged,  or  will  they  still  be  able  to 
compete  actively  with  the  exchanges  abroad?  You  said  earlier  in 
answering  the  question  that  it  would  take  a  little  longer,  and  I 
don't  want  to  pursue  something  that  takes  too  much  of  the  time  of 
this  committee.  But  I  have  a  great  interest  in  that,  and  I  want  to 
be  sure  that  we  remeiin  competitive.  I  would  rather  have  the 
wheat,  soybeans,  and  monetary  instruments  traded  here  than 
traded  elsewhere,  where  I  have  less  of  a  sense  of  security  with  re- 
spect to  how  the  regulation  goes.  Elven  if  I  were  not  to  have  a 
strong  sense  of  feeling  as  I  see  that  my  former  colleague.  Senator 
£iagleton  appEU*ently  doesn't,  I  think  that  that  situation  might  not 
be  improved  if  we  regulate  ourselves  too  assiduously. 

Dr.  Gramm.  I  think  on  balance  that  this  bill,  with  a  few  changes, 
is  a  strong  and  good  bill  that,  indeed,  would  enhance,  and  wouldn't 
hurt,  the  international  competitive  position  of  the  exchanges.  But 
there  are  some  areas,  bm  we  pointed  out  in  our  long  testimony, 
where  we  think  some  improvements  could  be  made.  But  on  bal- 
ance, we  feel  that  this  is  a  strong  bill. 

Senator  BoscHWrrz.  I  see  my  time  is  about  to  expire.  I  want  to 
ask  about  the  open  outcry.  I  want  to  pursue  the  questions  that  my 
colleague  from  Mississippi  did  about  the  smaller  exchanges  and  the 
necessity  of  imposing  technology  on  them,  the  costs  of  that  technol- 
ogy, and  what  the  fees  are  to  the  industiy^It's  my  understanding 
this  bill  will  increase  the  budget  of  the  CFTC  in  the  4  years  from 
$40  million  to  $66  million,  if  I  recall  the  figures  correctly. 

Dr.  Grahm.  That's  right. 

Senator  BoscHwrrz.  What  percentage  of  th(»e  fees  will  be  ob- 
tained from  the  industry? 

Dr.  Gramm.  In  discussion  at  the  staff  level 

Senator  Boschwitz.  Just  the  addition? 

Dr.  Gramm.  The  Eiddition.  We  had  estimated  about  $4.9  million 
would  be  collected  in  service  fees  as  a  result  of  this  bill.  That's  a 
rough  estimate. 

Senator  BoscHWrrz.  Annually? 

Dr.  Grahm.  Annually.  In  addition  to  the  other  fees  already 
col      «d. 

or  BoscHwrrz.  I  see  that  my  time  is  expired.  I  will  come 
w  th<      questions,  both  with  you.  Madam  C^airmem,  emd  also 
messes  on  the  paneb  this  silemoon. 
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I  tbank  you,  Mr.  Chairman. 

Senator  Haskim.  Thank  you.  Senator.  I  want  to  thank  all  the 
panel  members  for  being  here.  You're  excused  now  while  we 

Senator  BoscHwrrz.  I  thou^t  we  were  going  to  enter  into  an- 
other round  of  questioning.  In  that  case,  I'd  like  to  pursue  my 
questions. 

Senator  Habkin.  I'm  sorry.  I  thought  you  were  finished. 

Senator  BoscHvnrz.  No.  I  thought  that  Senator  Conrad  might 
want  to  go. 

Senator  Haskin.  I  just  arrived  here  a  little  bit  before  you  did.  I 
thought  Senator  Conrad  had  already  questioned.  I  apologize,  Sena- 
tor Conrad. 

Senator  Conrad.  It  was  my  understanding  that  we  were  just 
going  to  have  the  one  round,  given  the  nxunber  of  witnesses  here.  I 
have  lots  of  questions  in  addition,  but  I  would  be  willing  to  hold  on 
IJiase.  We  have  gotten  through  two  witnesses,  and  I  thmk  we  have 
two  pages  here. 

S«iator  Habkin.  I'm  at  your  disposal  here.  We're  going  to  break 
by  previous  agreement  from  12:30  to  2:30.  So  we  have  about  an- 
other 25  minutes  here.  If  it's  the  Senators'  desire  to  continue  ques- 
tioning this  panel,  I  certainly  would  not  interfere  with  that.  If  you 
want  to,  go  uiead. 

Dr.  Gramm.  Can  we  answer  some  questions  for  the  record,  Sena- 
tor? Would  you  like  to  submit  them  to  us  and  we  can  respond  to 
them? 

Senator  Conrad.  I  would  be  glad  to  do  that.  I  tell  you,  I  have 
loads  of  questions.  I  could  take  all  day  with  this  panel.  I  don't 
know  if  that's  in  tiie  interest  of  the  committee  to  do  that. 

Senator  BoecHwrrz.  In  that  case,  I  will  continue,  if  I  may. 

Senator  Harkin.  Senator  Boechwitz. 

Senator  BoecHwnz.  Do  other  exchanges  in  other  countries 
impose  fees  on  their  members  for  the  purpose  of  the  members 
paying  for  the  regulation  for  tiieir  own  oversight? 

Dr.  Gramm.  I  will  have  to  get  that  information  for  you.  I  do 
know  that,  for  example,  in  the  U.K.  some  of  their  self-regulatory 
oversi^t  bodies  are  iunded  through  fees. 

Senator  Boscuwrrz.  Again,  please?  Some  of  the  oversight  bodies? 

Dr.  Gramh.  The  oversight  self-regulatory  bodies— namely,  the 
SIB,  Securities  Investment  Board— is  funded  with  fees  collected. 
But  I  will  get  more  information. 

Senator  Boschwitz.  Perhaps  one  of  your  coUeemies  there  is  fa- 
miliar witii  that,  but  I  would  like  to  ask  the  CPTC  or  its  staff  to 
prepare  for  me  very  quickly— because  this  bill  is  moving  right 
along — what  it  beUeves  the  competitive  nature  of  our  exchai^es 
will  be  within  the  imposition  of  these  fees.  I  am  not  particularly 
opposed — and  I  don't  mean  to  suggest  that — to  these  fees,  but  I 
would  be  most  chagrined  if  we  l^islate  some  of  this  business  off- 
shore, having  a  sense  of  the  amount  of  activity  that's  created  in  the 
Middle  West  because  of  these  exchanges.  I  believe  that  the  two 
Senators  from  tiie  State  of  XUinois  were  here  and  probably  testified 
to  that. 

One  of  the  things  that  apparently  is  quite  a  matter  of  dispute  is 
the  open  outcry  s^tem.  Senator  Eagleton  in  his  testimony  says,  "It 
serves  absolutely  no  purpose  in  the  age  of  GIX)BEX,  *  *  *.  How 
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lation.  This  is  critical  to  the  way  you  could  run  the  CfTC.  It  mi^t 
be  a  good  time  to  find  out  what  the  exchanges  are  able  to  do. 

We  have  Senators  Daschle,  Cochran,  and  McConnell. 

Senator  Daschle. 

Senator  Daschle.  Chairman  Gramm,  I  would  be  interested  if  you 
could  just  t«ll  us  what  your  position  would  be,  since  you  have  con- 
sidered it  a  good  deal,  and  dbviously  the  CFTC  has  come  to  the  con- 
clusion that,  because  of  the  l^alily  matter  here,  that  ^ou  may  or 
may  not  have  the  authority,  would  you  support  legislation  to  clari- 
fy your  authority  to  do  this  in  the  reauthorization  bill? 

Dr.  Gramm.  Personally? 

Senator  Daschle.  Yes. 

Dr.  Gramm.  I  would  support  that. 

Senator  Daschle.  You  would  support  that? 

Dr.  Gramm.  Yes. 

Senator  Daschle.  In  response  to  so  many  of  your  questions 
today,  you  have  indicated  justifiable  interest,  in  my  view,  in  the 
need  to  be  sensitive  to  international  competition,  but  I  think  at  the 
same  time  you  have  not  shown  the  kind  of  sensitivity  to  consumer 
confidence.  I  think  we  have  to  be  sensitive  to  both,  and  I  am  sure 
you  would  agree  with  that. 

I  tlunk  of  all  the  things  that  the  bill  introduced  by  Senators 
Leahy  fuid  Lugar  does,  that  would  allow  us  to  be  sure  that  con- 
sumer confidence  is  attained  in  the  future,  is  the  one  which  en- 
hances your  enforcement  powers,  boosting  your  fundii^  authority 
by  50  percent  and  expanding  your  powers  to  chtirge  service  fees  to 
allow  the  adequate  resources  to  ensure  that  you  have  the  capabil- 
ity in  the  future.  Do  you  support  that? 

Ih-.  Gramm.  I  do  support  that.  I  would  also  say  that  we  at  the 
Commission  are  very  cognizant  of  our  role  as  primarily  a  role  of 
customer  protection  and  metrket  integrity.  That  is  the  main  mis- 
sion of  this  Commission  and  we  do  carry  that  out  vigorously.  We  do 
support  the  increeise  in  resources,  as  well  as  the  use  of  fees. 

Now,  whether  or  not  the  fees  that  are  talked  about  here  would 
support  the  whole  increfise  or  not — we  indicated  that  the  fees  that 
are  talked  about  here  would  support  about  a  $4.9  million  increeise 
in  the  fees  that  we  do  receive.  But  we  do  support  the  increase  in 
the  CommiBsion's  size,  as  well. 

Senator  Daschle.  What  would  you  do  immediately  upon  receiv- 
ing the  additional  authority  to  increase  resources?  Where  would 
you  put  those  resources? 

Dr.  Gramm.  Well,  we  already  have  a  plan.  I  would  like  to  in- 
crefise  our  floor  surveillance  by  30.  I  also  have  in  place  a  plan  to 
increase  the  size,  by  small  amounts,  but  for  a  small  agency  it  is  a 
significant  increase,  in  our  proceedings,  which  includes  the  repara- 
tions progreun  and  the  information  resources  management  area,  be- 
cause of  Uie  computerization  that  is  occurring  and  the  extra  tedmi- 
cal  expertise  that  we  need. 

Across  the  board,  we  feel  like  we  need  resources  for  economic 
analysis,  market  surveillance,  and  enforcement.  We  have  been  in- 
creasing our  Division  of  Enforcement.  It  is  our  largest  division  now, 
but  we  need  more  resources  there.  Also  the  Division  of  Trading  and 
Markets,  which  has  been  the  real  workhorse  over  the  past  few 
years,  is  in  sore  need  of  more  resources. 
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Senator  Daschle.  I  do  not  know  that  you  can  compare  the  SBC 
and  the  CFFC  in  this  regard,  but  I  think  it  is  appropriate  to  men- 
tioQ  that,  when  it  comes  to  resources,  Uie  SEC  has  four  times  Uie 
resources  you  do  and  had  five  times  the  enforcement  actions  you 
did  last  year.  You  had  only  one-fiith  the  enforcement  acticois  the 
SEC  did.  Would  you  attribute  that  largely  to  your  lack  cd* 
resources? 

Dr.  Grahh.  I  would  not  eay  it  is  entirely  due  to  lack  of  re- 
sources. We  have  a  smaller  number  of  people  that  we  r^ulato  and 
there  are  a  large  number  of  other  factors  that  account  for  that.  We 
also  have  a  very  large  reparations  program  and  I  think  our  arbitra- 
tion program,  that  the  exchanges  and  the  NFA  have,  is  effective  in 
providing  some  recourse  for  customers. 

Senator  Daschle.  I  would  ask  if  I  could  clarify  something  with 
regard  to  the  oral  statement  you  made,  and  you  noade  it  also  in  ref- 
erence to  one  of  the  earlier  questions.  I  do  not  recall  now  who  it 
was,  but  you  indicated  that  you  have  some  concern  about  mandat- 
ing technology  in  advance  of  evidence  that  the  mechanisms  are 
technologically  feasible,  practical  or  free  of  troublesome  attitudes. 

Referring,  of  course,  to  electronic  trading,  COMEX  in  the  last 
couple  of  weeks  announced  that  they  will  institute  an  electronic 
trading  program.  Other  financial  institutions  in  other  peu-ts  of  the 
world  have  already  indicated  that  they  find  it  to  be  a  satisfactory 
means  of  trading.  Are  you  referring  here  to  electronic  tniding  and, 
if  so,  in  light  of  COJiffiX's  decision,  how  do  you  find  that  there 
would  be  some  difficulty  in  mandating  technology  that  is  already 
being  used  by  one  of  the  exchanges  here  in  this  country? 

Dr.  Gramm.  With  respect  to  the  COMEX  decision,  the  hand-held 
technolt^y,  as  well  as  to  the  GLOBEX  technolc^y,  all  of  that  tech- 
nol(^y,  I  would  say  that  we  at  the  Conmiission  are  very  eetger  to 
monitor  that  very  carefully.  We  have  spent  a  lot  of  time  and  re- 
sources in  the  approval  process  in  GLOBEX  to  ensure  that  those 
systems  have  int^rity  and  are  secure.  But  these  systems  are  not  in 
place  yet,  they  are  still  at  very  early  stages.  At  COMEIX,  for  exam- 
ple, the  hand-held  system  has  not  been  tested  yet,  and  GLOBEX  is 
now  being  tested. 

Given  concerns  over  computer  security  and  other  issues,  we  wEuit 
to  be  able  to  monitor  very  carefully  those  systems  as  they  are 
tested.  They  are  not  in  place  yet  and  there  could  be  some  unfore- 
seen problems.  They  might  not  work  as  well,  they  might  have 
other  problems,  we  do  not  know.  So,  that  is  just  a  concern,  but  that 
does  not 

Senator  Daschle.  Let  me  just  tell  you,  I  really  do  not  think,  with 
aU  due  respect.  Dr.  Gramm,  that  you  have  anywhere  near  the  ap- 
preciation of  the  difficulty  in  perception  that  exists  today  with 
r^eird  to  the  OFTC  and  conaimier  confidence.  It  seems  to  me  every 
time  anyone  has  brought  up  a  problem  today,  you  cited  reasons 
why  that  particular  action  may  be  unwarranted,  each  one  of  them 
undermining  dramatically  the  consumer  confidence  that  people 
have  in  your  regulatory  ability. 

Sooner  or  later,  you  are  either  going  to  enhance  it  or  you  are 
going  to  lose  it,  it  is  not  going  to  etoy  the  same.  My  hunch  is  that  if 
the  Commission  continues  to  conduct  itself  in  the  way  that  it  has 
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lation.  This  is  critical  to  the  way  you  could  run  the  CFTC.  It  might 
be  a  good  time  to  find  out  what  the  exchanges  are  able  to  do. 

We  have  Senators  Daschle,  Cochran,  and  McConnell. 

Senator  Daschle. 

Senator  Daschle.  Chairman  Gramm,  I  would  be  interested  if  you 
could  just  tell  us  what  your  position  would  be,  since  you  have  con- 
sidered it  a  good  deal,  and  obviously  the  CPTC  has  come  to  the  con- 
elusion  that,  because  of  the  legality  matter  here,  that  you  mav  or 
may  not  have  the  authority,  would  you  support  legislation  to  clari- 
fy your  authority  to  do  this  in  the  reauthorization  bill? 

Dr.  Gramm.  Personally? 

Senator  Daschle.  Yes. 

Dr.  Gramm.  I  would  support  that. 

Senator  Daschle.  You  would  support  that? 

Dr.  Gramm.  Yes. 

Senator  Daschle.  In  response  to  so  many  of  your  questions 
today,  you  have  indicated  justiiiable  interest,  in  my  view,  in  the 
need  to  be  sensitive  to  international  competition,  but  I  think  at  the 
same  time  you  have  not  shown  the  kind  of  sensitivity  to  consumer 
confidence.  I  think  we  have  to  be  sensitive  to  both,  and  I  am  sure 
you  would  Eigree  with  that. 

I  think  of  all  the  thingB  that  the  bill  introduced  by  Senators 
Leahy  and  Lugar  does,  that  would  allow  us  to  be  sure  that  con- 
sumer confidence  is  attained  in  the  future,  is  the  one  which  en- 
hances your  enforcement  powers,  boosting  your  funding  authority 
by  50  percent  and  expanding  your  powers  to  charge  service  fees  to 
allow  the  adequate  resources  to  ensure  that  you  have  the  capabil- 
ity in  the  future.  Do  you  support  that? 

Dr.  Grabim.  I  do  support  that.  I  would  also  say  that  we  at  the 
Commission  are  very  cognizant  of  our  role  as  primarily  a  role  of 
customer  protection  and  market  int^rity.  That  is  the  main  mis- 
sion of  this  Commission  and  we  do  cfu-ry  that  out  vigorously.  We  do 
support  the  increase  in  resources,  as  well  as  the  use  of  fees. 

Now,  whether  or  not  the  fees  that  are  talked  about  here  would 
support  the  whole  increitse  or  not — we  indicated  that  the  fees  that 
are  talked  about  here  would  support  about  a  $4.9  million  increase 
in  the  fees  that  we  do  receive.  But  we  do  support  the  increase  in 
the  Commission's  size,  as  well. 

Senator  Daschle.  What  would  you  do  immediately  upon  receiv- 
ing the  additional  authority  to  increeise  resources?  Where  would 
you  put  those  resources? 

Dr.  Grahm.  Well,  we  already  have  a  plan.  I  would  like  to  in- 
crease our  floor  surveillance  by  30.  I  also  have  in  place  a  plan  to 
increase  the  size,  by  small  amounts,  but  for  a  small  agency  it  is  a 
significant  increase,  in  our  proceedings,  which  includes  the  repara- 
tions program  and  the  information  resources  management  area,  be- 
cause of  the  computerization  that  is  occurring  and  me  extra  techni- 
cal expertise  that  we  need. 

Across  the  board,  we  feel  like  we  need  resources  for  economic 
analysis,  market  surveillance,  and  enforcement.  We  have  been  in- 
creasing our  Division  of  Enforcement.  It  is  our  largest  division  now, 
but  we  need  more  resources  there.  Also  the  Division  of  Treiding  and 
Markets,  which  has  been  the  real  workhorse  over  the  past  few 
;       s,  is  in  sore  need  of  more  resources. 
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Senator  Daschle.  I  do  not  know  that  you  can  compare  the  SEC 
and  the  CFTC  in  thifi  regard,  but  I  think  it  is  appropriate  to  men- 
tion that,  when  it  comes  to  resources,  the  SEC  has  four  times  the 
resources  you  do  and  had  five  times  the  enforcement  actions  you 
did  last  year.  You  had  only  one-fifth  the  enforcement  actions  the 
SEC  did.  Would  you  attribute  that  largely  to  your  lack  of 
resources? 

Dr.  Gramm.  I  would  not  say  it  is  entirely  due  to  lack  of  re- 
sources. We  have  a  smaller  number  of  people  that  we  regulate  and 
there  are  a  large  number  of  other  factors  that  account  for  that.  We 
also  have  a  very  large  reparations  program  and  I  think  our  arbitra- 
tion program,  that  the  exchanges  and  the  NFA  have,  is  effective  in 
providing  some  recourse  for  customers. 

Senator  Daschle.  I  would  ask  if  I  could  clarify  something  with 
regard  to  the  oral  statement  you  made,  and  you  made  it  fdso  in  ref- 
erence to  one  of  the  earlier  questions.  I  do  not  recall  now  who  it 
was,  but  you  indicated  that  you  have  some  concern  about  manda1> 
ing  technology  in  advance  of  evidence  that  the  mecheinisms  are 
technologically  feasible,  practical  or  free  of  troublesome  attitudes. 

Referring,  of  course,  to  electronic  trading,  COMEX  in  the  last 
couple  of  weeks  announced  that  they  will  institute  an  electronic 
trading  program.  Other  financial  institutions  in  other  parts  of  the 
world  have  stlready  indicated  that  they  find  it  to  be  a  satisfactory 
means  of  trading.  Are  you  referring  here  to  electronic  trading  and, 
if  so,  in  light  of  COMEX's  decision,  how  do  you  find  that  there 
would  be  some  difficulty  in  mandating  technology  that  is  alrefidy 
being  used  by  one  of  the  exchanges  here  in  this  country? 

Dr.  Gramm.  With  respect  to  the  COMEX  decision,  the  hand-held 
technology,  as  well  as  to  the  GLOBEX  technolt^y,  all  of  that  tech- 
nology, I  would  say  that  we  at  the  Commission  are  very  eager  to 
monitor  that  very  carefully.  We  have  spent  a  lot  of  time  and  re- 
sources in  the  approval  process  in  GLOBEX  to  ensure  that  those 
systems  have  integrity  and  are  secure.  But  these  systems  are  not  in 
place  yet,  they  are  still  at  very  early  stages.  At  COMEX,  for  exam- 
ple, the  hand-held  system  has  not  been  tested  yet,  and  GLOBEX  is 
now  being  tested. 

Given  concerns  over  computer  security  and  other  issues,  we  want 
to  be  able  to  monitor  very  carefully  those  systems  as  they  are 
tested.  They  are  not  in  place  yet  emd  there  could  be  some  unfore- 
seen problems.  They  might  not  work  as  well,  they  might  have 
other  problems,  we  do  not  know.  So,  that  is  just  a  concern,  but  that 
does  not 

Senator  Daschle.  Let  me  just  tell  you,  I  really  do  not  think,  with 
all  due  respect.  Dr.  Gramm,  that  you  have  anywhere  near  the  ap- 
preciation of  the  difficulty  in  perception  that  exists  today  with 
regard  to  the  CPTC  and  consumer  confidence.  It  seems  to  me  every 
time  anyone  has  brought  up  a  problem  today,  you  cited  reasons 
why  that  particular  action  may  be  unwarranted,  each  one  of  them 
undermining  dramatically  the  consumer  confidence  that  people 
have  in  your  regulatory  ability. 

Sooner  or  later,  you  are  either  going  to  enhance  it  or  you  are 
going  to  lose  it,  it  is  not  going  to  stay  the  same.  My  hunch  is  that  U* 
the  Commission  continues  to  conduct  itself  in  the  way  that  it  1 


^,9,i,..covL-.oogle 


with  this  benign  examination  of  what  is  happening  in  front  of 
them,  you  are  eoing  to  lose  it,  and  this  is  just  another  example. 

I  thmk  this  dUI  and  other  opportunities  like  it,  per  se  or  not,  is 
irrelevant,  but  we  need  to  use  this  vehicle  to  give  you  the  kind  of 
ability  necessary  to  send  a  message  to  the  whole  country  that  con- 
sumer confidence  is  of  paramount  importance  and  you  are  going  to 
do  Etll  you  can  to  ensure  that  it  happens,  £ind  I  frankly  do  not  see 
that  in  the  response  to  the  questions  that  you  have  been  asked  this 
morning,  nor  in  response  to  the  kinds  of  opportunities  the  industry 
itself  is  taking  to  see  that  it  happens. 

So,  I  would  hope  that  you  would  reconsider  some  of  these  things 
and,  as  you  consider  each  and  every  one  of  your  options,  remember 
the  importance  of  consumer  confidence  even  more  than  the  impor- 
tance of  international  competition,  because  if  we  cannot  keep  our 
customers  here  at  home,  it  does  not  matter  whether  we  lose  busi- 
ness abroad.  We  have  to  keep  our  customers  here  first. 

Dr.  Geabsm.  Senator,  I  agree  with  you  and  I  would  say  that  ques- 
tions have  not  been  a^ed  about  the  issues  that  we  agree  with  and 
that  we  vigorously  support  in  this  bill,  that  this  is 

Senator  Daschle.  Well,  I  do  not  see  much  vigor  this  morning. 

Dr.  Gkahm  [continuing].  This  is  a  bill  that  we  think  is  very 
strong  and  has  a  lot  of  good  elements  to  it.  In  fact  the  Commission 
has  undertaken  a  lot  of  reforms  and  rules  and  we  are  in  the  proc- 
ess of  proposing  and  implementing  them  right  now,  in  response  to 
the  need  for  customer  confidence.  I  would  agree  and  the  people  in 
the  industry  have  heard  me  talk  about  customer  confidence  and 
the  need  for  reform.  I  put  a  speech  into  the  record  that  I  just  gave 
at  a  recent  Industry  conference  on  just  that  particular  issue.  ^ 

Senator  Daschle.  Thank  you. 

The  Chaikman.  Thank  you. 

We  will  go  in  just  a  moment  to  Senator  Cochran  and  Senator  Mc- 
Connell  emd  then  Senator  Gorton.  Just  so  everybody  will  Imow  the 
schedule,  we  will  stay  on  this  hearing  until  12:80.  I  am  going  to  be 
leaving  momentarily  to  take  over  as  the  manager  of  an  item  on  the 
floor  and  will  come  back.  I  will  be  in  and  out.  We  will  go  until 
12:30,  and  then  recess  for  the  Republican  and  Democratic  caucuses 
at  that  time.  We  will  come  back  at  2:30. 

Senator  Cochran. 

Senator  Cochran.  Thank  you  very  much,  Mr.  Chairman. 

I^.  Gramm,  welcome  to  the  committee  hearing.  Let  me  say  that 
I  know  that  the  Commission  has  been  at  work  reviewing  the  sug- 
gested changes  in  authority  that  are  prescribed  in  this  bill  before 
us  today  and  other  changes  that  are  designed  to  improve  the  confi- 
dence of  those  who  use  the  exchanges  and  who  trade,  who  are  in- 
terested in  the  integrity  of  the  system.  It  is  my  hope  that  this  hear- 
ing will  really  enable  us  to  understand  what  authorities  the  Com- 
mission needs  that  would  equip  it  to  do  its  job  better,  to  reach  the 
goals  that  we  all  have. 

In  that  connection,  in  your  review  of  the  Leahy-Lugar  bill  that  is 
pending  now  before  the  committee,  what,  if  anything,  would  you 
ask  the  committee  to  include  as  new  authority  for  the  Commission 
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to  enable  it  to  do  a  better  job  or  to  meet  Bome  of  the  challenges 
that  we  face  in  this  modem  era? 

E^.  Gramm.  I  would  say  that  there  is  one  proposal,  that  was  a 
recent  proposal  of  the  Commission,  that  the  committee  did  not 
have  or  that  Senators  Leahy  and  Lugar  did  not  have  a  chemce  to 
put  in  this  bill  that  we  would  like  to  have,  £ind  that  is  a  section 
that  would  give  us  the  authority  to  get  information  from  Uie  un- 
regulated affiliates  of  Futures  Commissions  Merchants.  It  is  really 
one  of  the  recommendations  that  came  to  us  after  the  market 
events  of  October  1987.  We  have  not  necessarily  had  the  need  to 
use  it  this  time  in  response  to  last  week's  volatility.  However,  it  is 
an  authority  we  believe  is  very  useful.  It  would  give  us  the  ability 
to  get  information  about  potential  financial  risk  of  an  af^liate  of  a 
firm  that  we  would  regulate.  We  would  like  that  authority  and  I 
would  be  happy  to  have  that  included  as  well. 

Senator  Cck:hran.  I  hope  that,  as  we  proceed  to  a  markup  ses- 
sion, which  I  understand  is  scheduled  for  the  near  future,  that  you 
will  provide  some  st^gested  language  for  us  to  include  as  an 
amendment  in  that  way.  I  will  be  happy  to  offer  that  at  the 
markup  session. 

Dr.  Grahm.  Thank  you.  We  have  included  that  with  our  longer 
package  for  part  of  the  record  of  this  hearing. 

Senator  Cochran.  I  also  have  heau-d  from  some  who  are  con- 
cerned about  the  authority  that  is  given  to  the  CFTC  in  this  new 
l^islation  to  impose  service  fees  emd  in  some  way  this  could  leeul 
to  a  grasp  for  greater  power  or  an  impetus  for  the  Commission  to 
becoming  a  giant  regulatory  body  as  large  as  it  wanted  to  become 
by  just  adding  user  fees  or  service  fees  to  those  exchanges  who  are 
r^fulated  by  the  Commission,  and  we  could  end  up  with  a  hydra- 
headed  monster  that  nobody  could  control,  not  even  the  Congress 
or  the  executive  branch.  What  is  your  reaction  to  that?  Do  you  see 
this  service  fee  authority  as  a  temptation  by  the  Commission  to 
really  assume  a  lot  more  power  than  anybody  right  here  may  pre- 
dict that  they  would  like? 

Dr.  Gramm.  I  think  not.  First  of  all,  I  think  you  should  know 
that  we  would  not  have  an  incentive  to  ask  for  fees  just  to  make 
ourselves  bigger,  because  all  the  fees  go  directly  to  the  Treasury. 
They  do  not  come  to  the  CFTC  and  we  cannot,  therefore,  use  them 
directly  for  our  own  stafHiig.  They  go  to  the  Treasury,  and  that  I 
think  splits  away  the  incentive  for  a  bureaucracy  just  to  tax  in 
order  to  make  ourselves  bigger. 

Also,  any  fees  would  have  to  be  established  by  rulemaking.  I  also 
understand,  I  cannot  remember  the  name  of  the  act,  but  there  is  a 
law  that  says  that  we  may  not  ask  for  fees  that  go  above  the  cost  of 
the  service  being  provided,  so  that  indeed  could  be  limiting. 

Senator  Cochran.  Do  you  see  the  requirements  in  the  act  for  the 
electronic  trading  or  the  modem  technologies  to  be  included  and 
put  into  operation  within,  I  think  it  says  3  years  here  in  the  bill, 
that  being  so  onerous  a  flnfmcial  burden,  that  a  lot  of  the  smaller 
exchanges  might  actually  be  put  out  of  business  if  that  is  carried 
forward  and  eneicted  into  law? 

Dr.  Gramm.  I  think  it  could  possibly.  I  guess  the  question  is  that 
we  do  not  know  what  the  technology  or  what  other  kinds  of  tech- 
nolc^  are  out  there  that  might  be  developed  that  might  indeed  be 
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cheap  enough  for  some  of  the  smaller  exchanges,  and  at  this  time 
it  is  hard  to  predict  that. 

Senator  Ccxhean.  Would  we  be  better  off  with  some  sort  of  test- 
ing or  study  period,  rather  than  just  a  flat  edict  that,  no  matter 
whether  you  uime  up  with  something  that  worked  or  not,  you  had 
to  implement  it  just  because  it  was  new? 

Dr.  Gramm.  Actually,  I  think  that  a  very  small  change  in  the 
language  could  do  what  I  think  what  the  Senate  would  like  to  do, 
Emdtbat  is  to  push  toward  more  precise  audit  trails,  but  give  some 
flexibility.  That  ia  to  put  in  the  word  "practicable"  instead  of 
"feasible '.  That  ia,  these  technolt^es  would  be  implemented  if 
practicable,  because  there  might  be  something  that  is  technologi- 
cally feasible,  but  at  great  expense  and,  agfun,  with  other  prm- 
lems.  Perhaps  there  is  other  language  that  could  deal  with  the  con- 
cern that  there  might  be  other  problems  that  we  have  not  seen  yet 
that  could  make  these  systems  troublesome. 

Senator  Cochran.  Thank  you  very  much.  Dr.  Gramm.  I  think 
your  testimony  this  morning  has  been  very  helpful  to  the  commit- 
tee and  I  congratulate  you  for  it. 

Dr.  Gramm.  Thank  you. 

Senator  Cochhan.  "mank  you,  Mr.  Chairman. 

Senator  McConnell.  1  think  1  am  next,  Mr.  Chairman. 

Senator  Harkin  [presiding].  Senator  McConnell. 

Senator  McConnell.  Just  a  couple  of  questions.  Dr.  Gramm. 

Would  it  be  practical  to  place  added  restrictions  on  the  opening 
and  closing  15  minutes  of  trading,  since  those  are  higher  volume 
times? 

Dr.  Gbamm.  Yes,  we  have  some  rulemELkings  with  respect  to  both 
the  open  and  the  close.  There  are  some  restrictions  that  are  al- 
ready being  put  in  place.  Let  me  turn  to  Alan  Seifert,  who  cor  give 
you  some  details.  But  we  have  made  some  proposals  as  well  as 
some  exchanges  have  made  some  propostils.  We  think  that  the 
open  and  the  close  are  areas  where  there  have  been  some  problems 
of  violations  and,  therefore,  are  seeking  to  improve  our  monitoring 
of  that  area. 

Senator  McConnell.  And  what  are  you  suggesting? 

Mr.  Seifert.  There  is  a  rule  proposal  out  now  tlmt  includes  one 
provision  that  would  require  an  audit  trail  designation  for  those 
trades  that  take  place  during  the  opening  and  closing  trading 
period,  that  is  those  periods  upon  which  the  opening  and  closing 
ranges  are  based. 

In  Etddition,  we  are  undertaking  a  rulemaking  to  require  ex- 
changes to  have  some  provision  for  customer  orders  to  be  executed 
perhaps  by  some  average  price  or  some  other  mechanism  that 
would  provide  customers  with  some  heightened  degree  of  assurance 
as  to  the  qufdity  of  the  executions  that  they  receive  during  those 
periods  of  time. 

Senator  McConnell.  In  addition  to  looking  at  restrictions  on  the 
open  and  close,  have  you  also  looked  at  maybe  restricting  to  cer- 
tain pits?  Have  you  looked  at  that  way  of  getting  at  it? 

Dr.  Graum.  I  think  you  missed  my  opening  statement,  but  I 

have  in  my  opening  statement,  that  we  are  concluding  a  study  test- 

me  h3qx>theses  concerning  the  benefits  of  dual  trading.  Based 

and  the  problems  associated  with  dual  trading,  we  will  be 
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working  on  a  rulemaking  to  restrict  dual  trading.  The  details  are 
not  yet 

Senator  McComnkll.  When  do  you  expect  that  to  be  completed? 

Dr.  Gkamm.  Well,  what  I  would  like  to  do  is,  in  the  next  week  or 
two,  to  release  publicly  the  economic  analysis  that  we  have  done  on 
dual  trading  with  a  rulemaking  proposal  to  follow  hopefully  by 
Thanksgiving.  But  the  rulemaking,  as  we  see  it  now,  would  be  con- 
sistent with  the  provisions  of  the  bill,  the  Senate  bill  now  as  it 
stands. 

Senator  McConnell.  Dr.  Gramm,  one  fineil  question.  I  under- 
stand that  a  couple  of  years  ago  the  CFTC  created  an  AgriculturEd 
Advisory  Committee. 

Dr.  Gramm.  Yes. 

Senator  McConnell.  And  I  am  wondering  how  extensive  a  use 
you  make  of  this  committee. 

Dr.  Gramm.  The  Agricultural  Advisory  Committee  is  chaired  by 
Commissioner  Kalo  Hineman,  who  is  a  long-time,  40-year  produc- 
er— farmer  and  reincher.  It  is  very  veduable  to  the  Commission  as  a 
way  of  getting  input  from  the  agricultural  community  and  to  give 
them  information  about  what  the  Commission  is  doing.  We  found 
them  very  valuable,  for  example,  in  the  latest  soybean  episode, 
Mtting  their  comments  and  views,  as  well  as  telling  them  what  the 
Commission  does  and  did  during  the  particular  events  arising  with 
reniect  to  the  May  and  July  soybeans. 

asnator  McConnell.  So,  you  call  on  them  frequently,  do  you? 

Dr.  Gramm.  Typically,  the  meetings  are  every  6  montlis  or  so, 
but  we  CEm  call  them  and  did  caU  an  extra  meeting  this  peist 
summer  and,  indeed,  Commissioner  Hineman  keeps  in  constant 
contact  with  all  of  its  various  members. 

Senator  McConnell.  Thank  you,  Mr.  Chairman. 

Senator  Harkin.  Thank  you. 

Senator  Gorton. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Dr.  Gramm,  I  guess  I  have  a  more  fundamental  question  or  a 
more  fundamental  position.  I  tend  to  agree  with  some  of  the  frus- 
tration that  was  expressed  earlier  here  by  Senator  Daschle.  I  emi 
sorry,  I  spent  the  earher  part  of  this  morning  in  a  fascinating  hear- 
ing on  what  went  on  in  Panama  last  week  and  missed  Senator 
E^leton's  statement,  but  as  I  reeid  through  Senator  Eagleton's 
statement,  I  find  a  great  deal  with  which  I  agree.  He  meikes  a  con- 
ditional suggestion  which  I  would  make  much  less  conditiouEil,  emd 
I  ask  you  to  do  the  best  job  you  possibly  cem  to  get  out  from  under 
the  hat  you  particularly  wear  and  tell  me  why  in  the  world  there 
is  any  justification  for  the  existence  of  the  Commodity  Futures 
Trading  Commission. 

I  do  not  believe,  to  be  perfectly  frank  with  you,  that  any  bill  we 
can  write — and  I  think  this  is  a  good  bill — is  ever  going  to  cure  the 
problem  of  a  group  of  exchanges  which  are  engaged  in  activities 
very  closely  pfu-alleled  to  those  which  are  governed  by  the  Securi- 
ties and  Exchange  Commission,  governed  by  a  completely  separate 
Commission,  with  different  people,  operating  under  a  different  law 
and  under  an  obviously  different  philosophy. 

We  lucked  out  on  Friday  and  over  the  weekend  when  we  had  the 
tremendous  disparity  between  futures  trzidii^  smd  actual  stock 
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prices  in  New  York  and  we  worried  all  weekend  as  to  whether  or 
not  we  were  going  to  see  a  repeat  of  2  years  ago.  It  did  not  happen, 
but  in  my  view,  to  a  large  extent,  that  simply  was  blind  luck.  Why 
in  the  world  should  not  these  exchanges  be  governed  by  the  SEC? 

Dr.  Grahm.  Let  me  first  of  fill  mEike  a  couple  of  comments.  First 
of  fill,  as  you  know,  futures  products  are  dinerent  than  stocks;  fu- 
tures are  used  for  hedging  and  price  discovery.  In  regulating  fu- 
tures the  underlying  cash  market  product  is  extremely  important. 
In  the  case  of  soybeans,  for  exEunple,  we  have  to  understand  tihe 
soybean  market  to  be  able  to  understand  soybean  futures  markets 
and  to  monitor  those  msu'kets  effectively.  The  same  is  true  with  the 
stock  futures.  Stock-index  futures  imd  the  underlying  cash  markets 
that  the  SEC  r^ulates  are  very  closely  linked. 

With  respect  to  what  happened  over  the  weekend,  though,  be- 
cause I  think  you  missed  some  of  my  earlier  statements  in  which  I 
indicated  that  over  the  last  2  years  an  awful  lot  has  been  done  in 
response  to  the  market  events  of  1987,  not  the  least  of  which  fire 
coordinated  circuit-breeikers,  increased  communication  among  r^u- 
lators,  but  also  clearing  and  settlement  changes.  The  events  of  me 
past  week  demonstrated  that  there  was  an  awful  lot  of  cooperation 
Emd  coordination.  We  did  have  a  test  of  the  circuit-breakers  and, 
while  there  obviously  will  be  more  studies,  all  of  the  circuit- 
breakers  and  the  pleuis  worked  as  planned,  as  programmed.  Also, 
with  respect  to  clearing  and  settlement,  there  were  large  amounts 
of  intradav  margins  collected,  and  there  were  no  financial  prob- 
lems at  all  on  the  futures  side  of  Emy  firm.  The  markets  are  calm 
today. 

I  do  not  think  it  was  blind  luck.  I  think  that  our  sictivity  with 
the  working  group  and  the  reforms  that  were  put  in  place  got  a 
test  run  this  past  weekend,  and  I  think  that  everybody  is  generally 
pleased  with  how  communication  was  coordinated.  I  think  that 
such  communication  is  appropriate,  not  only  among  the  SEC  and 
the  CFTC,  but  also  with  Uie  other  regulators.  The  Fed  and  the  SEC 
both  came  to  our  Sunday  market  surveillance  meeting.  We  also 
communicated  with  the  Department  of  the  Treasury  and  the  Coun- 
cil of  Economic  Advisers. 

Senator  Gorton.  Coordination  and  cooperation  are  words  we 
hear  in  all  kinds  of  contexts,  and  there  is  no  question  but  that 
some  of  the  concepts  and  the  commodities,  the  titles  of  what  we  do 
are  different,  but  the  money  is  the  same.  The  money  moves  from 
Chicago  to  New  York  with  great  ease,  as  a  matter  of  fact  moves 
because  of  differences,  in  spite  of  all  of  these  things  that  you  have 
stated. 

I  have  listened  carefully,  but  I  have  not  heard  a  justification  yet 
for  why  we  have  two  sepau'ate  regulatory  agencies  governing  the 
same  lund  of  money,  the  same  kind  of  temperament,  the  same  kind 
of  attitudes,  the  same  kinds  of  either  investment  or  speculation. 

Dr.  Geamm.  Again,  I  do  think  they  are  different  markets.  In  ear- 
lier days  people  said  there  was  somewhat  of  a  confiict  in  having 
the  CfrC  as  part  of  the  Department  of  Agriculture.  Our  job  is  to 

isure  that  these  markets  are  bfisically  price-neutral.  We  monitor 
t  sing  function  of  these  contracts,  and  the  contracts  are  used 

-Rry  different  purposes,  as  opposed  to  what  goes  on  elsewhere, 
is  reflated  by  the  SEC. 
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Senator  Gorton.  Well,  let  me  ask  a  question  about  elsewhere, 
and  this  is  a  pure  question  of  fact.  Is  there  any  other  country  in 
the  world  wiui  free  meirkets  which  has  two  separate  r^ulatory 
agencies  for  these  two  separate  functions? 

Dr.  Gramh.  In  E^ngland  and  in  Japan  you  have  separate 
regulators. 

Senator  Gorton.  Obviously,  I  would  appreciate  an  answer  to  that 
question,  if  you  have  a  chance  to  look  into  it. 

Dr.  Gramh.  Yes. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Senator  Harkin.  Thank  you.  Senator  Gorton. 

Senator  Boschwitz. 

Senator  Boschwiiz.  Thank  you,  Mr.  Chairman. 

I  was  not  here  for  most  of  the  testimony,  having  come  in  from 
Minnesota  this  morning,  but  I  would  like  to  ask  you.  Madam 
Chairman,  several  questions  about  the  competition  at  our  markets, 
the  Board  of  Trade  and,  indeed,  the  Minneapolis  Grain  Exchange 
and  others  will  probably  be  confronted  with  in  years  to  come. 

I  wonder  if  you  would  give  me — and  I  will  ask  the  witnesses  that 
are  on  the  panel  this  afternoon  as  weU — an  overview  of  what  kind 
of  markets  are  developing  around  the  world  emd  under  what  kind 
of  guidance  and  what  kind  of  supervision  and  what  kind  of  a  threat 
that  poses  to  continuation  of  the  American  dominance  of  futures 
markets.  It  is  important,  in  my  judgment,  that  we  not  so  regulate 
these  markets  as  to  r^ulate  them  out  of  existence  by  allowing 
competition  to  arise.  Is  diat  a  legitimate  fear? 

Dr.  Gramm.  I  think  you  raise  some  very  good  questions.  As  you 
know,  we've  had  a  preeminence  in  tiiis  country.  Our  markets  are 
the  oldest  markets  in  the  world.  There  is  competition.  There  are 
markets  from  Japem  to  London  and  France,  Switzerland,  Singa- 
pore, Australia,  Canada.  I'd  say  that,  in  the  financial  futures  area 
in  particular,  there  is  increasing  internationalization;  every  coun- 
try wants  to  be  em  international  marketplace  for  financial  mtures. 
At  the  Commission,  I  have  participated  in  international  r^ulators 
meetings  ever  since  I  have  been  at  the  Commission.  We  have  had 
Em  international  regulators  meeting  that  has  met  for  10  years  in 
Switzerland.  Then  we  host  one,  so  that  intemationEtl  regulators 
meet  at  least  every  6  months  if  not  more  often.  We're  now  as  asso- 
ciate member  of  another  international  regulatory  Eissociation. 

I  think  that  the  questions  you  raise  are  probably  questions  that 
would  take  me  a  lot  longer  to  answer  as  well.  But,  again,  I  would 
point  out  that  the  Commission  has  a  great  interest  in  the  interna- 
tional competitiveness  area.  I  would  also  point  out,  just  for  your  in- 
formation, that  on  the  House  side,  the  House  reauthorization  bill 
asks  UB  to  do  a  competitiveness  study,  much  like  a  lot  of  the  ques- 
tions tiiat  you  ask. 

Senator  Boschwitz.  I  understand  that  there  are  some  provisions 
to  measure  the  competitive  aspects  of  the  industry  that  perhaps 
should  be  satioEied  prior  to  this  legislation  and  tiie  impact  of  tins 
Iwislation.  There  is  a  good  deal  of  talk,  both  in  London  and  in 
T^n>,  tiiat  efforts  are  now  being  made — I'm  sure  about  Tokyo  and 
I  believe  London  as  well — to  gain  a  larger  foothold,  to  gain  a  larger 
8huEU«  of  the  markets,  particularly  the  markets  in  international  fi- 
nancial instruments. 
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I  wonder  if  you  would  direct  your  attention  Bpecifically  at  the 
Japanese  efforts.  What  are  they  doing  and  how  are  they  regulated 
by  comparison? 

Dr.  Gramm.  The  Japanese  markets  are  very  interesting.  They 
have  many  r^ulators,  as  a  matter  of  fact.  They  have  some  markets 
that  are  open  outcry  markets  much  like  ours.  The  futures  marl^ts 
for  agricultural  products  are  regulated  by  the  Ministry  of  Agricul- 
ture, while  the  Ministry  of  Finance  regulates  other  kinds  of  futures 
products.  More  recently,  the  Japanese  have  introduced  financial  fu- 
tures. Stock-index  futures  on  the  Topix  and  the  Nikkei  have  been 
introduced  since  leist  year  and  frankly  have  generated  a  lot  of  in- 
terest around  the  world. 

Senator  BoscHwrrz.  Is  the  degree  of  r^ulatiou — after  the  pas- 
sage of  this  bill,  and  I  presume  it  will  be  passed  either  in  its 
present  form  or  in  a  somewhat  amended  form,  in  your  judgment 
will  our  exchfuiges  be  disadvEmtaged,  or  will  they  still  be  able  to 
compete  actively  with  the  exchanges  abroad?  You  said  earlier  in 
answering  the  question  that  it  would  take  a  little  longer,  and  I 
don't  want  to  pursue  something  that  takes  too  much  of  the  time  of 
this  committee.  But  I  have  a  great  interest  in  that,  and  I  want  to 
be  sure  that  we  remain  competitive.  I  would  rather  have  the 
wheat,  soybeans,  and  monetary  instruments  traded  here  than 
traded  elsewhere,  where  I  have  less  of  a  sense  of  security  with  re- 
spect to  how  the  regulation  goes.  Even  if  I  were  not  to  have  a 
strong  sense  of  feeling  as  I  see  that  my  former  colleague.  Senator 
Eagleton  apparently  doesn't,  I  think  that  that  situation  might  not 
be  improved  if  we  r^ulate  ourselves  too  assiduously. 

Dr.  Gramm.  I  think  on  balance  that  this  bill,  with  a  few  changes, 
is  a  atrong  and  good  bill  that,  indeed,  would  enhance,  emd  woul&'t 
hurt,  the  international  competitive  position  of  the  exchanges.  But 
there  are  some  areas,  as  we  pointed  out  in  our  long  testimony, 
where  we  think  some  improvements  could  be  made.  But  on  bal- 
ance, we  feel  that  this  is  a  strong  bill. 

Senator  Boschwitz.  I  see  my  time  is  about  to  expire.  I  want  to 
ask  about  the  open  outory.  I  want  to  pursue  the  questions  that  my 
colleague  from  Mississippi  did  about  the  smellier  exchanges  and  the 
necessity  of  imposing  technology  on  them,  the  costs  of  that  technol- 
ogy, and  what  the  fees  are  to  the  industry.  It's  my  understanding 
this  bill  will  increase  the  budget  of  the  CFTC  in  the  4  years  from 
$40  million  to  $66  million,  if  I  recall  the  figures  correctly. 

Dr.  Gbamm.  That's  right. 

Senator  Boschwitz.  What  percentage  of  those  fees  will  be  ob- 
tained from  the  industry? 

Dr.  Gramm.  In  discussion  at  the  staff  level 

Senator  Boschwitz.  Just  the  addition? 

Dr.  Gramm.  The  addition.  We  had  estimated  about  $4.9  million 
would  be  collected  in  service  fees  as  a  result  of  this  bill.  Ttwt'B  a 
rough  estimate. 

Senator  Boschwitz.  Annually? 

Dr.  Gramm.  Annually.  In  addition  to  the  other  fees  already 
collected. 

Senator  Boschwitz.  I  see  that  my  time  is  expired.  I  will  come 
k  to  those  questions,  both  with  you.  Madam  Chairman,  and  also 
the  witnesses  on  the  panels  this  afternoon. 
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I  thank  you,  Mr.  Chairman. 

Senator  Hajucin.  Thank  you.  Senator.  I  want  to  thank  all  the 
panel  members  for  being  here.  You're  excused  now  while  we 

Senator  BoecHwrrz.  I  thought  we  were  going  to  enter  into  an- 
other round  of  questioning.  Li  that  case,  I'd  like  to  pursue  my 
questions. 

Senator  Habkin.  I'm  sorry.  I  thought  you  were  finished. 

Senator  Boschwitz.  No.  I  thought  that  Senator  Conrad  might 
want  to  go. 

Senator  Harkin.  I  just  arrived  here  a  little  bit  before  you  did.  I 
thought  Senator  Conrad  had  already  questioned.  I  apologize,  Sena- 
tor Conrad. 

Senator  Conrad.  It  was  my  undersUuiding  that  we  were  just 
going  to  have  the  one  round,  given  the  number  of  witnesses  here.  I 
nave  lots  of  questions  in  addition,  but  I  would  be  willing  to  hold  on 
those.  We  have  gotten  through  two  witnesses,  and  I  thmk  we  have 
two  pages  here. 

Senator  Hakkin.  I'm  at  your  disposal  here.  We're  going  to  break 
t^  previous  agreement  from  12:30  to  2:30.  So  we  have  about  an- 
other 25  minutes  here.  If  it's  the  Senators'  desire  to  continue  ques- 
tioning this  panel,  I  certainly  would  not  interfere  with  that.  If  you 
want  to,  go  fuiead. 

Dr.  Gramh.  Can  we  answer  some  questions  for  the  record,  Sena- 
tor? Would  you  like  to  submit  them  to  us  and  we  can  respond  to 
them? 

Senator  Conrad.  I  would  be  glad  to  do  that.  I  tell  you,  I  have 
loads  of  questions.  I  could  take  all  day  with  this  panel.  I  don't 
know  if  tlmt's  in  the  interest  of  the  committee  to  do  that. 

Senator  Boschwitz.  In  that  case,  I  will  continue,  if  I  may. 

Senator  Harkin.  Senator  Boschwitz. 

Senator  Boschwitz.  Do  other  exchanges  in  other  countries 
impose  fees  on  their  members  for  the  purpose  of  the  members 
pajdng  for  the  regulation  for  their  own  oversight? 

Dr.  Gramm.  I  will  have  to  get  that  information  for  you.  I  do 
know  that,  for  exEunple,  in  the  U.K.  some  of  their  self-regulatory 
oversight  bodies  are  funded  through  fees. 

Senator  Boschwitz.  Again,  please?  Some  of  the  oversight  bodies? 

Dr.  Gramh.  The  oversight  self-regulatory  bodies — namely,  the 
SIB,  Securities  Investment  Board — is  funded  with  fees  collected. 
But  I  will  get  more  information. 

Senator  Boschwitz.  Perhaps  one  of  your  colleagues  there  is  fa- 
miliar with  that,  but  I  would  like  to  ask  the  CPTC  or  its  staff  to 
prepare  for  me  very  quickly — because  this  bill  is  moving  right 
along — what  it  believes  the  competitive  nature  of  our  exchanges 
will  be  within  the  imposition  of  these  fees.  I  am  not  particularly 
opposed — and  I  don't  mean  to  surest  that — to  these  fees,  but  I 
would  be  most  chagrined  if  we  legislate  some  of  this  business  off- 
shore, having  a  sense  of  the  amount  of  activity  that's  created  in  the 
Middle  West  because  of  these  exchanges.  I  believe  that  the  two 
Senators  from  the  State  of  Illinois  were  here  and  probably  testified 
to  that. 

One  of  the  thmgs  that  apparently  is  quit«  a  matter  of  dispute  is 
the  open  outcry  s^tem.  Senator  E^e^leton  in  his  testimony  says,  "It 
serves  absolutely  no  purpose  in  the  etge  of  GLOBEX,  *  *  *.  How 
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can  electronic  trading  be  an  historic  breakthrough  in  Singapore  or 
Hong  Kong,  but  a  dreaded  evil  in  Chicago  and  New  York? 

I  have  been  at  these  exchanges  a  number  of  times,  quite  a 
number  of  times,  and  when  you  see  the  open  outcry,  there  is  such  a 
tumult  going  on  you  wonder  how  anybody  keeps  track  of  what's 
going  on.  But  yet  as  discussed  here,  there  are  billions  of  dollars. 
Senator  E^leton  pointed  out,  "billions  and  billions  of  dollars  and 
in  milhons  and  millions  of  trfmsactions."  It's  hEU*d  to  believe  there 
are  millions  emd  millions  of  transactions,  but  perhaps  there  are. 
Most  of  those  are  conducted  honestly,  I  suppose;  99.9  percent  are 
conducted  well  and  honestly. 

But  what  do  you  think  of  the  necessity  of  the  open  outcry  and 
whether  or  not  there  is  a  different  necessity  of  the  smaller  ex- 
chfmge  than  a  lai^er  exchange,  whether  or  not  there  might  be  a 
different  necessity  in  sm  exchange  that  trades  very  lEurge  con- 
tracta — perhaps  oU?  And  is  the  open  outcry  somethmg  that  is  a 
thing  of  the  past,  or  is  it  still  a  necessary  element  in  tradii^  these 
contracts? 

Dr.  Gramm.  Senator,  I've  assiduously  tried  to  keep  from  making 
predictions  about  market  events  that  are  current.  One  of  the 
things  that  we  have  done  at  the  Commission  is  to  make  sure  that 
these  markets  are  competitive,  open,  free  of  fraud,  and  they  have 
the  kind  of  customer  protection  emd  integrity  that  the  Commodity 
Exchange  Act  cedls  for. 

We  have  at  the  Commission  in  just  the  last  year-and-a-half 
looked  at  new  technologies,  including  the  GLOBEX  screen  trading 
system  that  is  in  its  very  early  stages.  What  we've  looked  at  so  far 
satisfies  the  open  and  competitive  aspect  of  the  Commodity  Ex- 
change Act.  But  whenever  I  ve  been  asked  about  whether  or  not  I 
think  open  outcry  is  a  thing  of  the  paist  and  that  GLOBEX  is  a 
thing  of  the  future,  I've  always  said  that  you  often  see  technologies 
exist  side  by  side,  and  that  the  market  determines  that;  that  we 
have  seen  screen  trading  systems  that  have  been  approved  in  the 
past,  but  they  don't  have  lai^e  volumes  at  this  point.  And  there 
are  a  number  of  screen  trading  systems  that  have  not  succeeded. 

Open  outcry  has  existed  over  a  long  period  of  time  and  obviously 
must  be  providing  some  benefits.  On  the  other  -hand,  there  are  cer- 
tainly a  lot  of  new  technologies  and  innovations  that  are  occurring. 
I  guess  the  only  question  that  this  bill  raises  in  my  view,  is  wheth- 
er it  would  allow  some  flexibility  for  adopting  systems  or  not  adopt- 
ing sjrstems  that  may  turn  out  to  have  greetter  problems  or  may 
not  be  practicable.  They  may  be  feasible  but  may  have  other  more 
serious  problems  or  may,  indeed,  not  be  practical. 

Senator  Boschwttz.  'Tell  me  about  the  smaller  exchanges.  My 
colleague  from  Mississippi,  Senator  Cochran,  began  to  explore  that 
with  you  in  his  questions.  There  is  talk  about  automation,  and  as  I 
go  and  see  my  exchange  in  Minneapolis,  where  I've  been  many 
times,  the  pit  looks  a  good  deal  different  than  it  does  in  Chicago.  I 
have  not  been  to  Kansas  City  and  some  of  the  others.  I  have  seen 
t  ■  fitatisticB,  so  I  have  a  sense  of  where  the  exchange  in  my  town, 
h  r  it  relates  to  the  others,  at  least  in  volume.  Should  there  be  dif- 
rules?  And  can  a  sniall  exchange  be  reasonably  expected  to 
'  these  kind  of  automation  techniques? 
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Dr.  Gramm.  I  think  that  even  the  small  exchanges  do  have  a  ffiir 
amount  of  automation,  but  there  are  certain  kinds  of  techniques 
that  may  be,  indeed,  very  costly  for  them.  I  think  that  the  Commis- 
sion has  always  viewed  vigorous  competition  smiong  the  exchanges 
as  something  very  positive  and  has  been  very  caireful  over  the 
years  in  our  rulemaking  to  establish  standards  that  allow  the  ex- 
changes to  implement  these  standards  in  ways  that  are  appropriate 
to  the  special  conditions  in  their  markets.  That  kind  of  tlexibUity 
could  not  only  give  you  the  end  result  that  you  want — that  is,  ffiir 
and  clean  markets — but  also  allow  for  smEtll  exchemges  with  differ- 
ing kinds  of  problems  and  issues  to  not  only  exist  but  also  to  be 
able  to  compete. 

The  Commission  has  been  sensitive  to  that  and,  in  that  regard, 
has  Edways  tried  to  establish  performance  type  standards  and  allow 
some  diversity  in  how  those  standeirds  would  be  actufdly  imple- 
mented among  the  different  exchanges. 

Senator  BoscHwrra.  I'm  told  that  in  order  to  raise  $5  million  in 
fees  on  an  annued  basis,  that  that  amounts  to  about  a  fee  of  2  cents 
per  transaction.  That  means  that  there  must  be  250  million  trans- 
actions. That  means  1  million  transactions  every  working  day. 

Dr.  Gramm.  Let  me  turn  to  my  staff.  Would  that  be  about  right? 

[Pause.] 

Dr.  Gramm.  Yes. 

Senator  BoscHWiTZ.  A  million  transactions  on  each  working  day. 
Is  2  cents  very  much?  I  will  ask  that  question  of  the  panel  this 
afternoon,  too,  what  percentage  of  the  gross  profit  is  2  cents  and 
whetiier  or  not  that  s  a  fee  that  could  create  em  uncompetitive 
situation. 

I  thank  you,  Mr.  Chairman,  for  your  patience.  I  think  I  have  no 
other  questions  at  this  time  though,  again,  I  would  like  the  Com- 
mission to  prepare  for  me,  so  that  I'd  be  very  speciHc  about  what  I 
request,  whether  or  not  we  are  going  to  mc^e  our  own  exchanges 
noncompetitive,  number  one;  and,  secondly,  I  would  like  to  have  a 
review  of  the  regulations  that  are  imposed  upon  the  competition, 
the  reflations  Uiat  are  imposed  by  the  Japanese  and  in  London.  I 
don't  think  I  need  to  know  about  every  exchange,  but  the  major 
exchanges  that  might  be  seen  as  competitors  to  our  exchanges.  In 
my  busmess  days,  I  used  to  have  a  little  "war  room,"  so  to  speak, 
where  I  kept  very  close  track  of  what  my  competitors  were  doing. 
So  I  would  like  to  know  in  this  sense. 

Dr.  Gramm.  Yes.  Senator  Boechwitz,  may  I  ask  for  a  clarification 
on  that?  Is  it  true  that  you'd  like  this  but  a  very,  you  might  say, 
quick  and  dirty  overview  because  you  would  like  to  have  it  quickly? 
b  that  right? 

Senator  Boschwitz.  I  want  to  have  it  quickly.  I'm  not  sure  that 

Dr.  Gramm.  I  mean,  because  there  is  a  long  study  emd  there's  a 
short  study. 

Senator  Boschwitz.  I  presume  that  your  staff  has  someone  who 
can  do  that,  quick  but  not  too  dirty. 

Dr.  Gramm.  Absolutely.  We  will  do  so.  We  will  do  it  the  best  we 
con. 

[The  responses  pertaining  to  the  imposition  of  new  technolo  ' 
conteuned  m  S.  1729  on  the  competitiveness  of  the  U.S.  exchsmg 
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and  regulations  of  futures  transactions  in  various  foreign  jurisdic- 
tions was  subsequently  provided  and  follow:] 

Commodity  Futures  Tradino  Couiubsion, 

Wbndv  L.  Gramu.  Chairman, 
Washington,  DC.  October  31.  1989. 
The  Honorable  Rudy  Bobchwitz, 

Committee  on  Agriculturt,  Nutrition,  and  Forestry,  United  States  Seriate,  SH-50S 
Hart  Senate  Office  Building,  Washington,  DC. 

Dear  Senatok  Bobchwitz:  In  the  Senate  Agriculture  Committee  hearing  on  Octo- 
ber 17,  1989,  you  asked  me  to  provide  you  with  information  regarding  the  impoel- 
titm  of  new  technology  contained  in  S.  1729  on  the  competitiveneea  of  the  U.S.  ex- 
changes, particularly  the  smaller  onee. 

As  you  Know,  6acn  exchange  currently  makes  significant  use  of  modem  data  proc- 
essing equipment  and  systems  in  its  clearing  and  recordkeeping.  S.  1729  would  man- 
date standards  of  technology  that  would  lead  to  imposition  of  screen  trading  or 
other  electronic  systems  on  all  U.S.  markets  whether  or  not  these  systems  are  prac- 
ticable for  specific  exchangee  and  markets. 

In  response  to  your  inquiry,  the  Commission  has  gathered  preliminary  estimates 
as  to  the  coete  of  technologies  which  would  be  required  by  S.  1729  from  the  three 
exchanges  which  are  curr^tly  developing  hand-held  trade  recordation  systems.  The 
Chicago  Board  of  Trade  (CBI^  projects  that  its  overall  cost  for  installing  hand-held 
or  screen  tradingsystems  would  be  at  least  $114  million,  while  the  Chicago  Mercan-  , 
tile  Exchange  (CBfE)  estimatee  that  its  coet  could  be  $76  million.  Both  these  ez- 
dianges  stete  that  implementing  the  standards  of  S.  1729  could  lead  to  major  recon- 
figuration of  their  trading  floors.  The  CME  and  CBT  calculate  that  such  chanaes 
could  cost  them  an  additional  $30  million  and  $100  million,  respectively.  Also,  the 
Commodity  Exchange,  Inc.  (COMEX)  has  estimated  that  the  development  of  hand- 
held computer  terminals  to  be  used  by  locals  to  replace  trading  carils  could  cost  it 
and  the  other  exchanges  of  the  Commodity  Elzchange  Center  in  New  York  City  ap~ 
proximately  $6  to  $S  mUlion.  Such  terminals  would  not  satisfy  all  of  the  audit  tr^ 
requirements  of  S.  1729,  In  general,  such  terminals  only  would  address  the  stand- 
ards related  to  the  timing  of  trade  executions. 

The  costs  associated  with  the  technology  mandated  in  S.  1729  are  the  estimates 
provided  to  the  Commission  by  the  exchangee.  The  Commission  has  not  validated 
the  exchanges'  methodologies  in  preparing  these  estimates  nor  verified  the  data 
upon  which  the  exchangee  have  relied.  Since  the  exchangee'  estimates  necessarily 
l^ve  been  based  on  systems  that  are  in  their  initial  stages  of  development  they  may 
be  subject  to  substantial  change.  For  instance,  CME  currently  states  its  estimated 
coat  could  move  as  much  as  25-40  percent  in  either  direction. 

For  the  larger  exchanges,  the  high  estimated  fixed  costs  of  new  technological  sys- 
tems can  be  spread  among  a  greater  number  of  exchaiwe  members.  For  smaller  ex- 
changee the  high  cost  of  these  systems  will  have  to  be  borne  by  a  more  limited 
number  of  exchange  members. 

In  assessing  the  signiiicance  of  these  costs,  the  Commission  believes  that  the  prac- 
ticability of  the  new  technology  being  mandated  in  S.  1729  should  be  considered. 
Before  that  assessment  can  be  made,  the  technology  needs  to  be  developed  and 
tested.  That  process  could  indicate  unforeseen  problems  with  the  systems'  applica- 
tion to  the  futures  markets, 

I  appreciate  this  opportunity  to  address  preliminarily  your  concerns  and  would  be 
pleased  to  discuss  further  any  aspect  of  this  matter  with  you  at  your  convenience. 
Very  truly  yours, 

Wendy  Lee  Gkamm, 

Chairman. 


CoMMonrrv  Futures  Trading  Commission, 

Wendy  L.  Gramm,  Chairman, 
Washington,  DC  October  31,  IS89. 
The  Honorable  Rudy  Bobchwitz, 

Committee  on  Agriculture,  Nutrition,  and  Forestry.   United  States  Senate,  SH-506 

Hart  Senate  Office  Building,  Washington.  DC. 

R  Senator  BoscHwrrz:  During  my  testimony  on  October  17,  1989  before  the 

ittee  on  Agriculture.  Nutrition,  and  Forestry,  you  inquired  about  the  regula- 

J  futures  transactions  in  various  foreign  jurisdictions  and  how  such  r^ula- 
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modit;  Exchange 

In  responding  to  your  inquity,  the  Commoditjr  Futures  Trading  Commission,  as 
requested,  is  providuig  a  short  synopsis  of  the  emulation  of  futures  transactions  and 
markets  in  three  jurisdictions:  (1)  France.  (2)  Japan  and  (3)  the  United  Kingdom. 
Futurea  trading  on  markets  located  in  the  United  Statas  and  in  these  tliree  jurisdic- 
tions accounts  for  nearly  90  percent  of  global  trading  volume.  The  information  witli 
respect  to  these  three  jurisdictions  is  set  forth  tielow  as  follows:  (1)  the  structure  of 
regulation  in  such  jurisdictions,  including  whether  the  regulators  in  each  such  juris- 
diction charge  transaction  fees  as  a  source  of  revenue;  (2)  escbange  related  issues 
such  as  the  existence  of  position  limits,  whether  dual  trading  is  permitted  on  the 
exchanges  and  whether  requirements  exist  relating  to  audit  trail;  (3)  competitive 


supplement  my  testimony  on  October  17  regarding  transaction  fees. 


a.  Regulatory  Structure. — Although  the  French  Ministry  of  Finance  has  oversight 
duties  and  the  Banque  de  France  also  has  jurisdiction  over  certain  financial  instru- 
ments, the  primary  responsibility  for  r^ulating  the  futures  and  option  markets  in 
France  and  for  ensuring  customer  protection  rests  with  the  French  Commission  dee 
Operations  de  Bourse  ("COB"),  an  independent  regulatory  agency,  and  the  Conseil 
du  Marche  a  Terme  ("CMT'),  a  self-regiilatoiy  body  with  the  authority  to  regulate 
French  futures  markets  and  to  control  and  sanction  firms  engaged  in  futures  busi- 
ness. The  basic  laws  governing  futures  markets  and  professionals  are  Law  dated 
Mamh  S8.  1885.  as  ame/tded  ^  Law  No.  85-695  dated  July  11,  1385,  Law  No.  87- 
1158  dated  December  SI,  1987.  and  Law  No.  88-70  dated  January  32,  1988. 

Prior  to  1984,  the  COB'e  operations  were  financed  by  the  French  government 
Since  1984,  however,  the  COB  has  been  funded  by  fees  imposed  on  the  issuance  of 
equities  and  bonds  and  take-over  bids  (0.2  percent  of  the  funds  involved)  and  annual 
fees  assessed  on  mutual  funds  (.02  percent  of  fund's  net  assets).  For  1988,  the  COB 
collected  US{12.TO0,000  in  fees.  The  COB  imposes  no  fees  on  futures  transactions. 
However,  all  exclianges  collect  a  sales  tax  (18.6  percent  of  a  Arm's  clearing  fees) 
from  their  members  which  is  paid  to  the  French  government.  No  tax  is  collected  if 
neither  the  broker  nor  his  client  is  resident  in  France  or  in  a  European  Economic 
Community  country. 

b.  Exchange  issues.— French  Law  No.  87-1158  merged  the  commodity  futures  and 
financial  futures  markets  into  one  market,  the  MATIF,  on  which  is  traded  ttie 
French  Notional  Bond  (the  French  Government  debt)  contract,  the  8th  meet  actively 
traded  contract  in  the  world  for  1988.  A  second  financial  futures  exctiange.  Options 
Market  France  ("OMF"),  was  authorized  by  CMT  in  1988.  The  OMF  is  currently 
trading,  among  other  things,  a  stock-index  ^tures  contract,  the  OMF  50.  No  stand- 
ards or  criteria  exist  r^arding  the  recognition  of  French  futures  markets  and  each 
application  for  recognition  is  examined  on  a  case  by  case  basis. 

With  respect  to  audit  trail  requirements,  the  Commission  has  been  advised  that 
time  stamping  is  required  with  respect  to  orders  when  the  order  ie  received  by  the 
broker,  when  the  order  reaches  the  market  and  when  the  transaction  is  executed. 
Dual  trading  is  permitted  on  French  markets  subject  to  the  restriction  that  the  firm 
subordinate  its  interests  to  those  of  the  customer.  On  position  limits,  although  no 
strict  position  limits  are  imposed,  MATIF  has  promulgated  certain  "prudential" 
rules  which  act  to  limit  the  number  of  positions  firms  and  customers  may  control. 
Most  significant  of  these  is  the  restriction  that  the  sggregate  of  all  open  positions 
for  any  particular  contract  of  any  customer  or  firm  may  not  exceed  at  any  time  20 
percent  of  the  market  open  interest  in  that  contract.  The  other  restrictions  are  a 
function  of  the  firm's  or  customer's  net  worth. 

c.  Competitive  Concerns. — In  France,  no  restrictions  exist  on  the  ability  of  French 
customers  to  trade  in  foreign  futures  markets  or  on  the  ability  of  persons  in  juris- 
dictions  outside  France  to  use  French  markets.  However,  until  the  adoption  of  Law 
No.  87-1158,  firms  were  not  permitted  to,  among  other  things,  solicit  French  cus- 
tomers for  transactions  on  markets  located  outside  France.  This  law  now  permits 
public  solicitations  for  futures  and  securities  products  sold  in  markets  outside 
France  if  the  foreign  jurisdiction  in  which  the  market  is  located  permits  public  so- 
licitations for  French  products. 

Law  No.  89-531  dated  August  2.  1989,  pennits  the  COB  to  recognize  a  foreign 
market  provided  that  the  jurisdiction  in  which  the  market  is  located  recognizes 
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French  markets.  The  ordinance  which  would  implement  this  provision  of  I«w  No. 
89-531  has  yet  to  be  adopted. 

Thus,  French  treatment  of  foreign  markets  and  brokers  appean  to  be  based  on 
the  principle  of  reciprocity.  Another  example  of  the  application  of  this  principle  is 
that  the  COB  has  been  granted  an  exemption  from  the  operation  of  the  French 
blocking  statute  eo  that  it  may  provide  infonnation  to  foreign  regulators  provided 
such  r^ulators,  among  other  uiings.  have  the  authority  to  provide  and  agree  to  pro- 
vide similar  information  to  French  regulators, 

d.  Customer  Protection. — The  French  regulatory  system  for  ensuring  customer 
protection  includes  r^^ration  requirements,  minimum  financial  requirements, 
protection  of  customer  funds,  maintenance  of  books  and  records,  sales  practice 
standards  and  compliance  procedures.  To  obtain  registration,  applicants  must  pro- 
vide infonnation  evidencing  their  good  standing,  including  the  integrity  and  moral 
character  of  officers  and  directors,  and  meet  strict  capita  requirements  imposed  by 
the  CMT.  Although  customer  funds  are  not  required  to  be  segregated  as  in  the 
United  States,  the  COB  has  advised  the  Commission  that  other  measures  exist  to 
ensure  the  protection  of  customer  funds.  In  addition,  there  are  extensive  record- 
keeping requirements  designed  to  permit  complete  and  accurate  tracing  of  all  trans- 
actions and  customer  funds.  Disclosure  obligations  also  are  imposed  on  fu-ms  dealing 
for  customeis.  Compliance  with  customer  protection  requirements  is  monitored  and 
enforced  by  the  COB  and  CMT. 

JAPAN 

a.  Reatlator^  Structure. — In  Japan,  the  r^ulation  of  futures  trading  as  in  the 
United  States  is  a  federal  function.  The  primary  function  of  the  r^utator  is  to  over- 
see the  self-regulatory  activities  of  Japanese  exchanges.  Unlike  the  United  States, 
however,  there  is  no  single  law  or  regulatory  body  to  r^ulate  futures  trading  and 
depending  on  the  particular  futures  contract,  one  of  three  Japanese  Ministries  may 
have  jurisdiction  over  the  contract  and  the  exchange  on  which  that  contract  is 
traded.  The  Japanese  Ministry  of  Finance  ("MOF')  r«^ulates  financial  futures  in- 
struments, such  as  futures  contracts  on  stock  indices  and  on  currency  instruments. 
The  Ministry  of  Agriculture,  Forestry,  and  Fisheries  ("MAFF")  regulates  agriculture 
al  commodities  such  as  grain  and  sugar.  The  Ministry  of  International  l^ade  and 
Industry  ("Mi'i'l")  r^tulates  industrial  commodities,  including  metals  such  as  gold, 
silver  and  platinum. 

More  specifically ,  the  MOF  regulates  the  new  Tokyo  International  Financial  Fu- 
tures Exchange  <"TIFFE")  which  opened  in  June  1989  and  which  trades  three  finan- 
cial futures  instruments,  the  futures  on  the  three-month  Euroyen,  three-month 
Eurodollar  and  Japanese  Yen-United  States  dollar  currency.  The  MOF  also  regu- 
lates the  Tokyo  Stock  Exchange  ('TSE")  and  the  Osaka  Stock  Exchange  on  which 
the  Yen  Bond  and  certain  stock-index  futures  contracts  are  traded.  Depending  on 
whether  a  particular  firm  engaging  in  these  transactions  is  a  securities  firm  or  a 
banking  firm,  either  the  Securities  or  Banking  Bureaus  of  MOF  will  have  jurisdic- 
tion with  respect  to  that  firm.  The  basic  statutes  which  govern  financial  futures 
transactions  are  the  Securities  and  Exchange  Law,  Law  No.  25  of  April  IS,  19i8,  and 
the  Financial  Futures  Transactions  Law,  Law  No.  77  of  1988  ("FFTL").  The  latter 
law  authorized  the  establishment,  and  governs  the  operations,  of  TIFFE. 

Transactions  in  agricultural  and  industrial  commodities  are  governed  by  the  Com- 
modity Exchange  Law,  Law  No.  2S9  of  August  5,  1950  ("CEL'')  and  two  r^ulatory 
authorities  administer  that  statute,  the  MAFF  and  the  MTTI.  Twelve  exchanges,  of 
which  the  Tokyo  Grain  Exchange  is  the  largest,  trade  agricultural  commodities 
under  the  supervision  of  the  MAFF  and  the  remaining  four  exchangee,  of  which  the 
Tokyo  Commodity  Exchange  for  Industry  is  the  largest,  trade  industrial  commod- 
ities under  the  supervision  of  MTTI.  MAFF  and  MTTI  issue  joint  "Ordinances"  to 
fully  implement  the  GEL. 

At  the  present  time  in  Japan,  a  transaction  tax  is  imposed  on  transactions  on 
Japanese  securities  markets.  This  transaction  tax  also  is  applicable  to  certain  fman- 
cial  futures  transactions  on  those  markets.  The  tax  rate  imposed  on  financial  fli- 
tures  transactions,  however,  is  lower  than  the  rate  for  securities  transactions.  For 
example,  on  the  TSE,  the  tax  rate  for  the  Japanese  Yen  Bond  is  .01  percent  of  the 
value  of  the  transaction  while  the  rate  for  the  futures  contract  on  the  Yen  Bond  is 


tion  tax  will  be  imposed  with  respect  to  transactions  o 

a      understands  that  a  tax  is  imposed  on  transactions  on  the  commodity  exchanges 

-      lated  by  MAFF  and  MTTI.  In  addition,  in  the  fall  of  1988,  the  Japanese  govem- 

impoeed  a  controversial  3  percent  sales  tax  which  also  appliee  to  all  br^erage 
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commieaiona.  The  revenue  derived  from  the  transaction  tax  and  the  sales  tax  are 
deeignated  as  general  revenue  for  the  government. 

b.  Exchtaige  Iwuef. — Both  the  FFTL  and  the  CUL  require  that  in  submitting  an 
application  for  registration  as  an  exchange,  the  exchange  must  provide  information 
with  respect  to,  among  other  things,  qualification  of  members,  auditing  and  disci- 
plining «  members  and  conduct  of  business.  The  statutes  generally  provide  that  the 
apprtntriate  Minister  may  issue  an  order  recognizins  an  exchange  if  he  is  satisfied 
that  tne  rules  of  the  exchange  are  in  accordance  with  law,  that  they  ensure  fairness 
in  transactimB  and  protection  of  those  who  trade  on  the  exidiange  and  that  suffi- 
cient promtect  exists  ibr  volume  of  transactions  necessary  to  trade  ramtracts  in  a  fair 
and  order^  manner  in  light  of  the  prevailing  economic  circumstances. 

nte  Japanese  markets  do  not  operate  under  strict  audit  trail  rules.  Dual  trading 
ia  po-mitted  <sa  Japanese  markets  subject  to  the  requirement  that  firms  subordinate 
their  interests  to  those  of  their  customers.  In  the  financial  futures  area,  position 
limits  are  appUcable  to  customers  and  firms  based  on,  in  the  case  of  a  customer,  the 
amount  of  nuds  held  in  custody  for  that  customer  at  the  firm,  and  with  respect  to 
tlie  firm,  the  firm's  net  assets.  Thus,  with  respect  to  financial  futures,  do  direct 
limits  are  impoeed  on  the  specific  number  of  contracts  in  any  single  commodity 
iriiidi  may  be  hddor  controlled  by  any  one  person.  The  Commission  understando, 
boirever,  that  TIFFE  has  reportable  levels  on  the  three  contracts  which  it  currently 
troAaa.  Ibe  CEL  contains  reportable  position  limits  with  respect  to,  among  other 
products,  agricultaral  products,  rubber,  certain  textiles  and  gold  and  tiie  Commis- 
aion  underMands  that  certain  of  the  commodity  exchanges,  such  as  the  Tokyo  Grain 
Exchange,  tm^intjin  specific  position  limits  which  may  be  exceeded  by  permission 
ttma  tlte  exdumgee. 

c.  Coit^etitive  Com 

cultural  and  industrii , . 

the  CEL  in  markets  located  outside  Japan.  Prior  to  June  1^,  onlythose  Japanese 
entities  which  qualified  as  Designated  Financial  Institutions  ("DrT')  pursuant  to 
guidelines  iasued  1^  MOF  could  trade  in  foreign  financial  futures  products.  These 
restrictions  have  since  been  lifted  and  retail  customers  and  non-DFI's  may  now 
trade  these  products.  The  Commission  also  has  been  advised  that  capital  require- 
ments on  firms  doing  business  in  Japan  are  veiy  high.  For  example,  non-Japanese 
members  of  TIFFE  ere  required  to  maintain  capital  of  5  billion  yen  (USS36.396,000) 
and  the  figure  for  Japanese  members  is  substantially  higher.  Notwithstanding  the 
reduced  capital  required  for  non-Japanese  firms,  th^erequirements  are  significant. 

d  Oa*tomer  Av(«c(Hin.— Both  the  FFTL  and  the  CEL  contain  provisions  relating 
to  customer  protection  such  as  licensing  standards  ai^Ucable  to  ffrms  and  their  per- 
sonnel, Tninimiim  financial  requirements,  protection  of  customer  funds,  mainte- 
nance of  books  and  records,  sales  practice  standards  and  compliance  procedures. 
"nte  manner  in  which  the  mwrity  of  these  issues  are  addressed  in  the  statutes  is 
■'  IT  to  the  manner  in  which  such  issues  are  addressed  in  the  Act  and  regulations 


AccordinM^,  the  Commission  is  unable  to  make  any  assessment  regarding  the 
degree  ofsunilaril?  of  United  States  and  Japanese  approaches  to  ensuring  customer 
protection.  Tlie  Commission  understands  that  the  governmental  regulators  have  the 
authority  to  take  whatever  action  they  deem  necessary  to  protect  customeis  and  the 
integrity  of  maiicets  which  they  r^ulate. 

UNITED  KINGDOM 

a.  Regulatory  Structure. — Investment  business  in  the  United  Kingdom,  including 
futures  and  optimi  transactions,  is  governed  by  the  Financial  Services  Act  1986 
("FSA")  which  establishes  the  fiamework  for  the  regulatory  structure  currently  in 
effect  in  the  United  Kingdom.  Under  this  structure,  the  Securities  and  Inveatments 
Board  ("SIB"),  pursuant  to  powers  del^ated  by  the  United  Kingdom  Secretary  of 
State  for  Trade  and  Industry,  is  responsible  for  monitoring  and  enforcing  compU- 
aiK»  witii  rules  which  it  has  promulgated,  investigating  complaints,  and  promotmg 
and  wminfaiiiiing  high  Standards  of  integrity  in  connection  with  investment  busi- 
UI1I  The  Sib,  in  turn,  also  recognizee  exchanges,  clearinghouses  and  "self-regulat- 
ing organisationB"  ("SBO's"),  like  the  United  Kingdom  Association  of  Futures  Bro- 
ken and  Dealers  ("AFBD")  and  The  Securities  Association  ("TSA"),  which  are  mem- 
bership organizations  and  which  function  in  a  manner  similar  to  that  of  the  Nation- 
al Futures  Association  and  National  Association  of  Securities  Dealers,  reepectively. 
The  SIB  ia  funded  by  annual  fi»e8  impoaed  on  the  oivanizations  which  it  recognizes, 
a^  SBO's,  exchanges  and  clearinghouses.  The  extjkanges  and  clearinghouses  r 
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ly  USS21,(KXI,000  in  fees  from  entitiee  which  it  r^ulatee.  Six  percent  of  ttuit  amount 
was  collected  from  the  AFBD  and  21  percent  was  collected  from  TSA.  The  SIB  does 
not  r^ulate  the  manner  in  which  the  SRO'b  collect  fees  from  their  membere. 

b.  Sxchan^  Isauta. — The  FSA  mandates  that  befare  SIB  may  recognise  an  ex- 
change domiciled  in  the  United  Kingdom  as  a  "Becognised  Investment  Exchanse" 
("RIE"),  it  must  be  satisfied  that  the  exchange  has  rules  and  procedures  which, 
among  other  things,  promote  the  proper  conduct  of  business,  ensure  orderly  markets 
and  adequate  price  transparency  and  facilitate  an  efficient  audit  trail.  Thus,  all  of 
the  RIE's  have  rules  which  address  and  provide  for  an  efficient  audit  trail.  Dual 
trading  is  permitted  on  RIE's  subject  to  the  condition  that  in  executing  trades  for 
their  own  account,  firms  subordinate  their  interests  to  those  of  their  customers.  At 
the  present  time,  no  rules  exist  in  the  United  Kingdom  regarding  position  limits  on 
contracts  similar  to  those  which  exist  in  the  United  States,  however,  the  primai? 
United  Kin^om  clearinghouse,  the  International  Commodities  Clearinghouse,  is 
considering  impoemg  such  limits. 

To  date,  the  SIB  has  recognized  the  following  futures  exchanges  in  London: 
London  International  Financial  Futures  Exchange,  London  Commodity  Exchange, 
London  Metal  Exchange,  Baltic  Futures  Exchange  and  the  International  Petroleum 
Exchange.  In  addition  to  the  foregoing,  before  any  person  in  the  United  Kingdom 
may  engage  in  any  transaction  on  any  overseas  investment  exchange,  such  an  ex- 
chuige  must  be  designated  for  that  purpose  by  the  SIB,  The  United  States  futures 
and  securities  exchangee  which  have  submitted  the  appropriate  documentation  have 
obtained  the  neceasary  designation  by  the  SIB  so  that  persons  resident  in  Uie 
United  Kingdom  may  engage  in  futures  and  option  and  securities  transactions  on 
markets  in  the  United  States, 

c.  Competitive  Concerns.— With  respect  to  competitive  concerns,  Part  IX  of  the 
FSA  addresses  reciprocal  facilities  for  financial  business.  Specifically,  that  Part  pro- 
vides that  if  the  Secretary  of  State  for  Trade  and  Industry  determines  that  if  any 
country  outside  the  United  Kingdom,  either  through  its  laws  or  any  action  by  or  the 
practices  of  the  government,  does  not  permit  persons  "connected  with  the  United 
Kingdom  to  cany  on,  among  other  things,  investment  or  banking  business  in  that 
country  on  terms  as  favorable  as  those  on  which  persons  connected  with  that  coun- 
try are  able  to  carry  on  such  business  in  the  United  Kingdom,  he  may  affect  the 
ability  of  persons  "connected"  with  the  foreign  country  to  conduct  investment  busi- 
ness in  the  United  Kingdom. 

d.  Customer  ProlectioTt. — In  the  United  Kingdom,  customer  protection  is  moni- 
tored in  the  first  instance  by  function  based  SRO's,  such  as  the  AFBD  which  has 
primary  responsibility  for  monitoring  compliance  with  customer  protection  rules 
which  relate  to  futures  and  ojition  transactions.  The  rules  in  effect  in  the  United 
Kingdom  regarding  qualification  to  do  business,  minimum  financial  requirements, 
protection  of  customer  funds,  book  and  recordkeeping  requirements,  sales  practice 
standards  and  compliance  procedures  are  similar  to  those  in  effect  in  the  United 
States. 

Specifically,  in  determining  whether  a  person  is  "fit  and  proper"  to  do  investment 
business,  the  SIB  will  take  into  consideration  a  person's  honesty  and  integrity,  level 


relevant  U 

are  subject  ti  .  .  ^  -    , 

letters  of  credit  are  viewed  as  good  assets  and  may  oe  used  to  satisfy  a  portion  of 
such  capital  requirements. 

In  the  area  of  protection  of  customer  funds,  although  the  rules  in  effect  in  the 
United  Kingdom  are  very  strict  and  require  that  the  funds  of  the  firm  be  aegregstled 
from  the  funds  of  the  customer,  the  rules  also  permit  certain  commercial  and  so- 

Shisticated  investors  to  opt  out  of  s^regation.  No  such  option  exists  under  United 
tates  law. 

Finally,  as  in  the  United  States,  the  United  Kingdom  regulatory  system  addresses 
sales  practice  standards,  including  required  risk  disclosures,  compliance  procedures 
and  the  maintenance  of  books  and  records. 

Part  30  of  the  CommisBion's  rules  regulates  the  trading  for  or  on  behalf  of  custom- 
ers resident  In  the  United  States  on  commodity  markets  located  outside  the  United 
States.  Those  rules  provide  that  the  Commission  may  exempt  firms  located  in  for- 
eiffn  jurisdictions  which  impose  a  comparable  r^ulatory  system  and  which  have  en- 
ed  into  cooperative  information  sh^ng  arrangements  with  the  Commission  from 
-4  application  of  such  rules.  The  Commission  granted  comparability  relief  to  firms 
d  in  the  United  Kingdom  on  May  15,  1989. 
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TRANSACnON  FEES 

ViOt  respect  to  your  spedGc  inquiry  relating  to  transaction  fees,  as  you  can  see, 
foreign  goremments  impoae  substantial  fees  on  the  entities  which  they  regulate  <«- 
m  the  users  of  th«  markets.  S.  1729  does  not  impose  a  transaction  fee  on  the  United 
States  escbangee.  Bather,  it  directs  the  Commission  to  establish  fees  for  its  services 
and  activities  and  focuses  oa  qsecific  areas  where  the  Commiasion  should  be  recover- 
iog  some  of  its  costs  of  regulating  these  markets.  As  I  indicated  in  my  testimony 
before  the  Agriculture  Committee  on  October  17,  our  preliminary  estimates  are  that 
an  additicHial  |4.9  million  annually  would  be  ageeesed  under  this  authority. 

Tbe  bill  provides  for  a  rulemaking  before  the  imposition  of  such  fees  and  in  devel- 
oping any  new  fees  the  Commission  would  consider  both  the  level  of  costs  to  the 
Commisaion  of  performing  its  services  as  well  as  the  burden  of  certain  other  costs 
being  borne  by  regulated  persons.  This  is  aiimlBr  to  our  developing  and  administer- 
ing the  existing  fees.  For  instance,  in  FY  1989,  the  rule  enforcement  review  fees  for 
the  Chicago  Board  of  Trade  and  the  Chicago  Mercantile  Exchange  were  $164,000 
and  $163,200,  reepoctively,  while  the  feee  for  the  Kansas  City  Board  of  Trade  and 
the  Minneapolis  Grain  Exchange  were  $41,700  and  $43,400,  respectively.  These  num- 
bers isflect  the  differences  in  the  Commission's  costs  of  conducting  thcee  reviews. 
The  Commission'B  overall  assessment  is  that  with  a  few  changes,  S.  1729  would  not 
be  detrimental,  and  in  fact,  could  enhance  the  international  competitiveneeB  of  the 
United  States  exchangee. 

I  appreciate  this  opportunity  to  address  your  inquiry  and  to  supplement  the 
record  and  would  he  happy  to  discuHs  further  any  aspect  of  this  matter  at  your  con- 


Very  truly  youre, 

Senator  Boschwttz.  I  thank  you,  Mr,  Chairman. 

Senator  Hakkin.  Thank  yon,  Senator  Boschwitz. 

I  thank  the  panel  for  being  here.  You're  excused. 

Dr.  Gramm.  Thank  you. 

[The  prepared  statement  and  attachments  of  Dr.  Gramm  follow:] 
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Prepared  Statenent  of 
Dr.  Uendy  L.  Gram 
Chairman 
Coimodity  Futures  Trading  Conmission 
Before  the 
Senate  Conirittee  on  Agriculture,  Nutrition, 
and  Forestry 
October  17,  1989 


We  at  the  Coimission  think  that  S.  1729,  the 
"Futures  Trad  ng  Practices  Act  of  1989,"  is  a  strong 
bill  that  in  general  adopts  sound  and  focussed 
legislative  approaches  to  address  many  of  the 
difficult  issues  that  have  arisen  in  recent  months. 
Like  H.R.  2869,  the  Commission's  reauthorization  bill 
passed  by  the  House,  S.  1729  is  designed  to  increase 

Eublic  confidence  in  the  integrity  of  futures  markets 
y  diminishing  the  potential  for  trade  practice  abuse 
and  strengthening  the  Comraission's  regulatory 
systems.  Both  bil  s  seek  to  address  many  of  the 
alleged  trading  abuses  that  have  been   set  forth  in 
the  Chicago  indictments  end  the  Comnission's 
associated  enforcement  actions 

There  are  some  areas  where  both  H.R.  2869  and  S. 
1729  agree  on  the  need  for  particular  statutory 
changes.  As  you  will  recall,  on  January  23  and  July 
17,  1989,  we  submitted  for  consideration  by  the 
Conmittee  our  reconmendat  ons  for  amendments  to  the 
Coninodity  Exchange  Act.  As  explained  n  those 
submissions,  these  amendments  would  enhance  the 
enforcement  of  the  Act  by  providing  for  cooperation 
with  foreign  futures  law  enforcement  authorities, 
nationw  de  service  of  process  and  venue  in  private 
rights  of  action,  flexibility  in  imposing  civil 
monetary  penalties  and  registration  of  floor  traders. 
We  are  pleased  that  all  of  these  proposals  have  been 
incorporated  in  H.R  2869  and  S.  1729  although  as  I 
will  discuss,  an  important  part  of  one  amendment  has 
been  omitted  from  the  Senate  bill.  More  recently,  on 
October  4  and  6,  1989  we  submitted  for  consideration 
by  the  Committee  three  other  amendments  to  the  Act. 
One  would  enable  the  Conniission  to  adopt  rules 
requiring  certain  firms  to  provide  reports  on  their 
activities  which  have  the  potential  to  affect  the 
financial  condition  of  futures  commission  merchants 
with  which  they  are  affiliated.  The  second  concerns 
telemarketing  fraud,  which  I  will  discuss  in  more 
detail  below.  And,  the  third  removes  Commission 
1  -sonnel  from  the  government- wide  salary  and 
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-■It-  the  bin  a  Co^ission  interia  order  is  to 
^r::-T    -  Ti  TKrt  less  than  t-.=  -:'    zt-:,   subject  to 

=■■:    '  ;  intract  aarket  :*ir  :';::':--itj  for  a 

'r  1        :      -  ■  ioT  to  Test ■ '.:     as '  l<    : -  Twdify  the 

c-;i-  .,:  grounils,   including  that  the 

a^i  .L.iir.L  ti,  cited  have  faeen  or  are  beir^  corrected 
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or  that  the  timetable  to  correct  the  deficiencies  is 
arbitrary.  To  cure  deficiencies  the  Commission  can 
order  the  contract  market  to  make  regulatory  changes, 
hire  more  staff,  remove  officers  or  employees  or 
suspend  dual  trading. 

As  a  separate  requirement,  S.  1729  provides  that 
within  one  year  the  Commission  must  issue  an  interim 
order  to  suspend  dual  trading  in  a  contract  market 
unless  that  market  can  demonstrate  (1)  that  its  trade 
monitoring  system  fully  satisfies  the  new  accuracy 
standards  such  that  the  system  is  capable  of  and  is 
being  used  to  detect  and  bring  disciplinary  actions 
or  (2)  that  a  suspension  of  dual  trading  would  harm 
the  public  interest  in  hedging  and  price  basing  and 
that  other  remedies  are  more  appropriate.   A 
suspension  order  may  provide  certain  exceptions. 

While  an  interim  or  final  order  is  in  effect, 
the  Conmission  may  refrain  from  designating  new 
contracts  for  the  exchange.   A  final  Coimission 
order  would  be  reviewable  in  a  court  of  appeals  under 
the  same  terms  and  conditions  set  forth  in  section 
8a(9}  of  the  Act  for  review  uf  Commission  emergency 
orders.  Failure  to  comply  with  a  Commission  order 
will  constitute  a  violation  of  a  Commission  order  for 
purposes  of  establishing  liability  and  assessing 
penalties  in  administrative  law  enforcement  actions. 

The  Comnission  will  be  required  to  report  to 
Congress  within  3  days  of  issuing  an  interim  or  final 
order,  and  annually  on  actions  it  takes  under  these 
provisions.  The  Comnission  must  also  report  to 
Congress  in  2  years  on  the  progress  each  market  has 
made  in  developing  systems  to  independently  and 
precisely  record  transactions  and  on  its 
recommendations  to  extend  the  schedules  or  to  modify 
the  standards  set  forth  in  the  bill. 

On  the  whole  we  believe  that  these  provisions  of 
S.  1729  will  buttress  the  Commission's  existing 
oversight  program.   We  have  reservations,  however, 
about  the  resource  implications  of  the  bill's 
requirement  that  we  must  comp  ete  the  first  review  of 
all  exchange  systems  within  one  year  even  though 
subsequent  reviews  are  on  a  two-year  cycle.  He  would 
prefer  a  two-year  cycle  from  the  outset.  Our  current 
practice  is  to  complete  rule  enforcement  reviews  at 
each  of  the  exchanges  on  a  biennial  schedule.  This 
takes  account  of  the  number  of  exchanges  and  the 
intensity  of  review  required  to  evaluate  the 
efficiency  of  exchange  compliance  programs.  We 
understand  that  the  bill  effectively  codifies  our 
existing  practice  and  provides  procedures  for  issuing 
~<   ssion  deficiency  order  in  the  case  of 
langes  that  have  deficient  programs.  However,  we 
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do  not  interpret  the  bill  as  eliainating  our  ability 
to  proceed  aore  Inforaally  and  to  mcourage 
i^)roveaents  between  or  at  the  conclusion  of  two-year 
cycles  without  issuing  deficiency  orders.  Nor  do  we 
believe  the  bill  requires  the  CoHission  to  issue  an 
interin  order  if  we  consider  a  contract  market  to  be 
in  SLib5::'-.ial  coi^)liance  with  the  stated  standards 
even  thoj^'  :-  =  ■"=  ~;..  :=  ':'E.5temic  shortcomings  in 
an  exchange's  i'  =  ce  i;'"i::'-'^:  system. 

Generally  the  bill's  approach  regarding  audit 
trail  should  facilitate  an  improved  audit  trail, 
which  has  been  a   long-held  Co^ission  goal.  He  have 
■oved  aggressively  toward  this  goal  since  1986.  He 
are  firmly  committed  to  improving  the  audit  trail  in 
the  ways  that  are  most  effective  in  detecting  and 
deterring  trade  practice  abuse  and  we  have  recently 
proposed  and  adopted  rules  aiaed  at  achieving  that 
result.  We  do  have  so«e  concerns  over  mandating  that 
technical  aechanisBs  aust  be  in  place  within  three 
years  to  capture  data  for  pit  trading  in  advance  of 
any  proof  that  installation  of  these  aechanisms  are 
technological  y  feasible,  practicable,  or  do  not  have 
other  more  serious  probleas.  In  this  regard,  we 
be1  eve  the  bill  should  be  aodified  to  employ  the 
term  "practicable"  rather  than  "feasible."  In  our 
view,  this  would  assure  that  both  the  costs  and  the 
utility  of  the  new  systems  be  considered  as  the 
exchanges  proceed  and  the  Commission  monitors 
developments. 

The  Comnission  is  just  completing  its  study  of 
dual  trading  which  was  initiated  earlier  this  year. 
In  this  study,  we  measured  the  extent  of  dual  trading 
and  did  some  statistical  analyses  of  the  possible 
benefits  of  dual  trading.  In  sunmary,  the  vast 
majority  of  dual  traders  are  highly  specialized  as 
either  customer  traders  or  personal  traders. 
Further,  tests  of  relative  performance  do  not 
indicate  that  dual  traders  as  a  group  are  superior 
traders  or  brokers  compared  to  nondual  traders.  The 
analyses  also  indicate  that  dual  and  nondual  traders 
are  similar  in  terms  of  the  liquidity  they  provide  to 
the  market.  Our  results  indicate  that  dual  traders 
do  not  trade  more  intensively  in  either  lev*  volume 
markets  or  more  distant  trading  months. 

Based  in  part  on  these  results  and  the  problems 
associated  with  dual  trading,  the  Comnission  is 
prepared  to  write  rules  to  restrict  dual  trading 
subject  to  certain  exceptions.  These  exceptions  as 
well  as  details  of  implementation  will  be  described 
in  the  proposed  rules  and  published  requesting  public 
comment.  We  believe  this  regulatory  initiative  taken 
under  our  existing  authority  will  adequately  address 
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the  concerns  that  motivated  the  proposed  legislation 
to  limit  dual  trading  contained  in  both  the  Senate 
and  House  bills. 

Under  the  bill's  deficiency  order  procedures, 
the  Conmission  will  be  able  to  move  expeditiously  to 
remedy  deficiencies  and  will  not  be  required  to  hold 
a  trial-type  hearing  on  the  record  before  issuing 
orders,  except  when  ordering  removal  of  exchange 
officials.  While  we  support  this  general  approach, 
we  believe  individual  misconduct  on  the  part  of 
exchange  officials  is  better  addressed  through 
traditional  enforcement  cases,  the  existing  exchange 
disciplinary  system  or  exchange  personnel  procedures 
than  within  a  framework  designed  to  deal 
expeditiously  with  institutional  deficiencies. 

S.  1729  seems  to  recognize  this  distinction 
since  removal  is  the  only  remedy  that  requires  the 
Commission  to  provide  a  hearing  on  the  record.  That 
kind  of  a  hearing  also  creates  the  prospect  of  a 
protracted  process  that  could  interfere  with  what  is 
designed  to  be  an  expeditious  method  to  cure  systemic 
problems.  He  therefore  reconmend  that  this  provision 
be  deleted  from  the  bill. 

Broker  Associations:  Oral  Orders 

The  bill  provides  that  in  270  days  after 
enactment  a  floor  broker  or  trader  who  is  a  member  of 
a  broker  association  may  not  make  a  trade  or  execute 
a  customer  order  if  the  broker  or  trader  knows  the 
opposite  party  to  the  transaction  is  a  partner  or 
other  affiliate  with  the  same  association,  except 
under  Conmission  rules  that  we  have  certified  to 
Congress  which  require  procedures  and  standards 
designed  to  prevent  violations  of  the  Act 
attributable  to  this  type  of  trading.   Each  contract 
market  must  provide  for  disclosure  of  broker 
association  arrangements  to  the  relevant  exchange  and 
to  the  Commission. 

The  bill  also  provides  that  in  270  days  oral 
orders  on  the  floor  of  a  contract  market  for 
member-to-member  trades  will  be  banned  unless  they 
are  made  pursuant  to  Commission  rules  certified  to 
Congress  that  are  designed  to  ensure  that  such  orders 
are  not  used  to  facilitate  violations  of  the  Act. 

We  believe  the  bill  adopts  a  flexible  approach. 
It  is  important  for  the  Commission  to  define  and 
identify  broker  associations  for  the  purposes  of 
surveillance  and  compliance  programs.  We  have 
interviewed  broker  association  participants  and  are 
completing  a  study  on  current  exchange  practices. 
Our  study  should  be  completed  later  this  fall.  It 
/  be  that  trading  among  members  of  broker 
sociations  can  be  readily  monitored  to  avoid  market 
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abuses  that  may  occur  as  a  result  of  such  trading. 
Effective  monitoring  of  broker  association  activities 
also  may  well  require  trading  restrictions  that  are 
tailored  to  particular  markets.  In  this  regard,  we 
think  that  continued  trading  between  members  of 
broker  associations  could  be  based  on  rules  which 
define  broker  associations  and  prov  de  for  monitoring 
of  their  trading  and  appropriate  prosecution  of  any 
violations  detected  as  a  result  of  this  process.  We 
would  prefer  that  the  bill  be  revised  to  permit  the 
Commission  to  transmit  rules  to  Congress  without 
certification. 

Similarly,  we  are  also  in  the  process  of 
assessing  the  impact  of  oral  orders  between  exchange 
members  to  determine  if  special  rules  are  needed  to 
curb  any  trading  abuses.  In  this  regard,  however,  we 
vDould  prefer  that  the  bill  be  revised  to  permit  the 
Commiss  on  to  determine  that  its  oral  order  rules  are 
designed  to  prevent  violations,  as  in  the  case  of 
broker  association  rules,  rather  than  designed  to 
"ensure"  such  orders  will  not  facilitate  violations. 
No  rule  can  ensure  there  will  be  no  violations. 
However,  it  can  be  written  in  such  a  way  to 
significantly  prevent  or  deter  violations. 

Governing  Structure 

Under  Title  IV  of  S.  1729,  the  Commission  must 
adopt  rules  in  270  days  to  implement  several 
requirements  affecting  exchange  governing  boards  and 
disciplinary  committees.  These  include  provisions  to 
assure  diversity  of  interests  on  the  governing  boards 
with  at  least  20  percent  to  be  nonmembers  of  the 
exchange,  diversity  of  representation  on  major 
disciplinary  committees  to  prevent  special  treatment 
or  preferences  for  any  person  In  the  conduct  of 
disciplinary  proceedings,  and  notice  to.the  ultimate 
customer  1f  a  contract  market  disciplines  a  member 
regarding  execution  of  the  customer's  order  that 
caused  the  customer  financial  harm. 

Futures  associations  would  similarly  be  required 
to  assure  diversity  of  governing  boards  and 
disciplinary  committees. 

Contract  markets  must  also  provide  that  no 
member  may  serve  on  any  oversight  or  disciplinary 
panel  for  a  period  set  by  the  Commission  if  the 
member  is  found  to  have  violated  the  Act  or  any  other 
law  reflecting  on  the  member's  fitness  to  serve  in  a 
fiduciary  capacity. 

Finally,  each  contract  market  must  have  rules  to 
avoid  conflicts  of  interest  in  board  and  comrittee 
deliberations  and  to  require  a  board  or  committee 
member  to  abstain  from  voting  and  deliberating  on  an 
issue  if  the  member  is,  or  certain  related  persons 
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are,  to  the  menber's  knowledge,  specific  and  actual 
parties  in  interest.  We  understand  that  voting  and 
deliberation  may  be  permitted,  however,  on  issues 
that  may  affect  prices  on  actively  traded  contracts 
if  the  member  makes  required  disclosure  of  the 
member's  market  positions  and  the  positions  of 
affiliates  of  which  the  member  is  aware. 

The  Commission  supports  and  has  already 
published  rules  barring  individua  members  with 
significant  disciplinary  records  from  service  on 
disciplinary  or  governing  panels  of  exchanges  for  a 
fixed  period  of  time.  He  believe  that  the  bill's 
provisions  for  diversity  of  membership  for 
disciplinary  panels  are  sufficiently  flexible  to 
assure  that  the  technical  expert  se  of  the  group  can 
be  retained  so  as  to  render  prompt  effective  and 
appropriate  decisions.  However,  we  question  the  20 
percent  "nonmember"  requirement  for  govern  ng  boards. 
Mhile  we  favor  the  concept  of  outside  board  members, 
we  are  concerned  that  a  statutory  quota  system  may 
not  always  achieve  the  desired  results. 

In  addition,  we  be  ieve  that  a  statutory 
requirement  regarding  conflicts  of  interest  for 
voting  and  deliberations  of  the  governing  board  and 
major  disciplinary  committees  should  not  change  the 
legal  standard  for  review  of  exchange  decision 
making.  We  understand  that  all  exchanges  already 
have  procedures  and  practices  in  place  to  assure  that 
interested  members  are  subject  to  appropriate 
screening  and  recusal  requirements.  Further,  the 
Commission  could  specify  more  formal  procedures  under 
existing  law  if  it  believed  these  were  necessary  or 
appropriate.   Nevertheless,  we  believe  that  S.  1729 
takes  the  correct  approach  in  focusing  on  "specific" 
and  "actual"  conflicts  and  by  allowing  ^interested 
members"  to  participate  in  deliberations  and  voting 
if  disclosure  of  interests  is  made.  We  also  are 
pleased  that  the  bill  directs  the  Comnission  to 
provide  guidance  through  rulemaking  of  appropriate 
disclosure  procedures.  This  recognizes  that 
Commission  expertise  is  necessary  to  assure  that  the 
conflict  of  interest  provision  will  not  result  in  the 
unwarranted  removal  from  the  exchange  decision-making 
process  those  members  with  vital  expertise  whose 
firms  or  affiliates  have  a  position  in  the  market. 

Penalties 

In  addition  to  the  Commission's  proposal  to 
streamline  civil  money  penalty  procedures.  Title  VI 
of  S.  1729  provides  for  expanding  the  Act's  principal 
anti-fraud  provision;  increased  monetary  penalties 
and  fines  in  Comrission  enforcement  and  criminal 
ises;  explicit  recognition  of  the  principal/agent 
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and  teTieies  twv  wiTI  signif  icanly  entance  tits 
range  of  law  er^orceaBfit  ami  txszomer  roKdies 
a1r«aily  e>.c- .Btle  under  tta  Act. 

A  ■ejD'iii  trf  rhe  DoerissiOP,  ftowewer,  does  not 
support     eipoiie r ing  tte  CaBissior.  to  ortler 
restit*ftioTi  in  aflBinistrBt-i**  cases.    Tt«  Act  alreatty 
afforils  ZitstatBrs  three  seiaraa  aethods  tr  seek 
redress — private  rishts  of  act-ion  in  "feOerBT  c^J^t, 
the  CtMvi&sion's  reparations  prograe  ant  exchangf  and 
futures  association  arbitration;   ir  aariition  ti» 
CoBKissiDB  caa  and  4oes  seek  disgorpeoent  where 
apprayriate  in  injunctive  esses  in  federal  district 
court.    Hk  Co^rission  believe  th&t  customers  wbuld 
be  better  advised  to  aove  prsa^itly  to  aUMzt  one  of 
the  broad  range  of  existing  rmedies  the  Act  provides 
to  seek  daaages  at  the  outset  of  the^r  claia  rather 
than  await  the  outcooe  of  a  Comission  investigation 
and  Biteinistrative  trial.     And  even  if  there  is  an 
adainistrative  action,  tJtere  is  no  assurance  ttitt 
there  will  be  funds  available  for  the  customers  at 
the  conclusion  of  the  case.     Thus,  this  rrco^ion 
could  in  fact  delay  the  recovery  of  damages  by 
custoaers. 

In  this  regard,  we  note  that  the  Connission 
already  seeks  disgorgenent  of  unlawful  profits  for 
payaent  to  custoaers  in  district  court  enforcement 
cases.     He  have  been  successful   in  seeking - 
restitution  in  these  injunctive  actions  because  thay 
can  be  prosecuted  more  quickly  than  adminlitratlve 
cases.     Even  here,  however,  the  size  of  customers' 
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recovery  rarely  approaches  the  anount  of  tn-ongdoers 
collected  during  the  course  of  the  unlawful  activity. 

The  Comnission  does  not  believe  the 
establishment  of  a  "class  action'  option  In 
reparations  is  necessary. 

Typically,  a  class  action  requires  that  conann 
issues  predominate  over  the  class  Bertwrs'  individual 
claims.  The  vast  majority  of  reparation  conplainants 
bring  their  claims  under  anti-fraud  provisions  of  the 
Act  and  Comnission  rules.  Generally,  these  types  of 
claims  would  not  qualify  for  class  action  treatment 
because  they  depend  upon  unique,  fact-intensive, 
circumstances,  such  as  the  particular  futures 
contract  or  other  ifistrument  involved,  the  relative 
financial  sophistication  of  the  customer  the 
particular  representations  made  by   a  respondent,  and 
the  degree  of  the  complainant  s  reliance  on  those 
representations.  Horeover,  even  if  there  should  be  a 
factual  issue  common  to  the  claiiis  of  several 
reparations  complainants,  the  opportunity  for  class 
certification  would  provide  little  advantage  in  these 
cases  because  each  individual  fraud  claim  would  still 
have  to  be  ev^  uated  in  any  event. 

The  Comnission  would  support  report  language 
encouraging  an  evaluation  of  the  reparation  program 
to  ensure  1t  is  meeting  its  Congresstonally  aandated 
goals  and  to  recoimend  improvements  If  necessary. 

S.  1729  also  adds  a  proposed  section  9(h]  to  the 
Act  that  would  make  It  a  felony  to  willfully  violate 
any  provision  of  the  Act  or  a  Commission  rule  or  to 
make  false  statements  in  documents  required  to  be 
filed  with  the  Comission  or  in  applicat  ons  for 
membership  in  a  contract  aarket  or  futures 
association.  The  Commission  believes  that  the 
breadth  of  this  new  section,  which  parallels  a  key 
provision  of  the  federal  securities  laws,  may  enhance 
the  Comrission's  ability  to  interest  U.S.  Attorneys 
in  initiating  criminal  prosecutions  for  violations  of 
law.  We  would  point  out,  however,  that  section  9(h) 
may  conflict  with  the  various  subsections  of  existing 
section  9  which  differentiate  between  violations  of 
specific  sections  of  the  Act  and  regulations  by 
making  some  misdemeanors  and  others  felonies.  For 
example,  under  the  bill  all  knowing  violations  of 
Commission  rules  wOuld  become  felonies,  even  if  they 
involve  missing  reporting  deadlines  or  minor 
infractions  of  recordkeeping  requirements   We  query 
whether  the  Committee  intends  S.  1729  to  override  or 
to  complement  existing  law  and  suggest  that 
clarification  be  provided  by  the  Conmittee. 

Finally,  we  have  some  concern  over  the  intent 
potential  Impact  of  the  amendment  made  by  the 
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charged  on  a  per  trade  basis  (with  specified  caps)  while  the  SRO's  are  charged  on  an 
actual  time  cost  basis.  For  the  19SS-1989  fiscal  year,  the  SIB  collected  approxlmate- 
\y  US$21,000,000  in  fees  from  entities  which  it  regulates.  Six  percent  of  that  amount 
was  collected  from  the  AFBD  and  21  percent  was  collected  from  TSA.  The  SIB  does 
not  r^ulat«  the  manner  in  which  the  SRO's  collect  fees  from  their  members. 

b.  Sxchange  laauea. — The  FSA  mandates  that  beftre  SIB  may  recognize  an  ex- 
change domiciled  in  the  United  Kingdom  bb  a  "Jtecogniaed  Investment  Exchange" 
("RIE"),  it  must  be  satisfied  that  the  exchange  has  rules  and  proceduree  which, 
among  other  things,  promote  the  proper  conduct  of  business,  ensure  ordsrjv  markets 
and  adequate  price  b'anBparency  and  facilitate  an  efficient  audit  trail.  Thus,  all  of 
the  RIE's  have  rules  which  address  and  provide  for  an  efficient  audit  trail.  Dual 
trading  is  permitted  on  RIE's  subject  to  the  condition  that  in  executing  tiwles  for 
their  own  account,  firms  subordinate  their  interests  to  those  of  their  cuBtomers,  At 
the  present  time,  no  rules  exist  in  the  United  Kingdom  regarding  position  limits  on 
contracts  similar  to  those  which  exist  in  the  United  States,  however,  the  prima^ 
United  Kin^om  clearinghouse,  the  International  Commodities  Clearin^iouBe,  a 
considering  mipoeing  such  limita. 

To  date,  the  SIB  has  recognized  the  following  futures  exchangee  in  London: 
London  International  Financial  Futures  Exchange,  London  Commodity  Elzchange, 
London  Metal  Exchange,  Baltic  Futures  Exchange  and  the  International  Petroleum 
Exchange.  In  addition  to  the  forgoing,  before  any  person  in  the  United  Kingdom 
may  engage  in  any  transaction  on  any  overseas  investment  exchange,  such  an  ex- 
chiuige  must  be  d^ignated  for  that  purpose  bv  the  SIB.  The  United  Stales  futures 
and  securities  exchanges  which  have  eubmittea  the  appropriate  documentetion  have 
obtained  the  necaesary  designation  by  the  SIB  so  that  peraons  resident  in  the 
United  Kingdom  may  engage  in  futures  and  option  and  securities  transactions  on 
markets  in  the  United  States. 

c.  Competitive  ConcerTw.— With  respect  to  competitive  concerns,  Part  Dt  of  the 
FSA  addreases  reciprocal  facilities  for  financial  business.  Specifically,  that  Part  pro- 
vides that  if  the  Secretary  of  State  for  Trade  and  Industry  determines  that  if  any 
country  outside  the  United  Kingdom,  either  through  its  laws  or  anv  action  by  or  tiie 
practices  of  the  government,  does  not  permit  persons  "connected'  with  the  United 
Kingdom  to  carry  on,  among  other  things,  investment  or  banking  busineae  in  that 
countiy  on  terms  as  favorable  as  those  on  which  persons  connected  with  that  coun- 
try are  able  to  cany  on  such  business  in  the  United  Kingdom,  he  may  affect  the 
ability  of  persons  "connected"  with  the  foreign  country  to  conduct  invest^nent  busi- 
ness in  the  United  Kingdom. 

d.  Customer  Protection. — In  tile  United  Kii^dom,  customer  protection  is  moni- 
tored in  the  first  instance  by  function  based  ^O's,  such  as  the  AFBD  which  has 
primary  responsibility  for  monitoring  compliance  with  customer  protection  rules 
which  relate  to  futures  and  option  transactions.  The  rules  in  effect  in  the  United 
Kingdom  regarding  qualification  to  do  business,  minimum  financial  requirements, 
protection  of  customer  funds,  book  and  recordkeeping  requirements,  sales  practice 
standards  and  compliance  procedures  are  similar  to  those  in  effect  in  the  United 
States. 

Specifically,  in  determining  whether  a  person  is  "fit  and  proper"  to  do  investment 


busmees,  the  SIB  will  take  inte  consideration  a  person's  honesty  and  int^ity,  level 
of  experience,  prior  convictions,  bankruptcies  and  any  other  factor  which  ma^  be 
relevant  to  sucn  person's  ability  to  cany  on  investment  business.  In  addition,  firms 


_«  subject  to  minimum  capital  requirements,  although  unlike  in  the  United  States, 
letters  of  credit  are  viewed  as  good  assets  and  may  ne  used  to  satisfy  a  portion  of 
such  capital  requirements. 

In  the  area  of  protection  of  customer  funds,  although  the  rules  in  effect  in  the 
United  Kingdom  are  very  strict  and  require  that  the  funds  of  the  firm  be  s^regated 
tnm  the  funds  of  the  customer,  the  rules  also  permit  certain  commercial  and  so- 
phisticated investors  to  opt  out  of  se^re^tion.  No  such  option  exists  under  United 
States  law. 

Finally,  as  in  the  United  Stetee,  the  United  Kingdom  r^ulatory  system  addresses 
sales  practice  standards,  including  required  risk  disclosures,  compliance  procedures 
and  the  maintenance  of  books  and  records. 

Part  30  of  the  Commission's  rules  regulates  the  trading  for  or  on  behalf  of  custom- 
ers resident  in  the  United  Stetes  on  commodity  markets  located  outside  the  United 
States.  Those  rules  provide  that  the  Commission  may  exempt  firms  located  ii 
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TRANSACnON  FEES 

With  respect  to  yovir  qiecific  inquiry  relating  to  transaction  fees,  as  you  can  see, 
foreign  governments  impooe  substantial  fees  on  the  entities  which  they  regulate  or 
on  th«  uaers  of  the  marltets.  S.  1729  does  not  impose  a  tranaaction  fee  on  the  United 
States  exchangee.  Rather,  it  directa  the  Conunission  to  establish  feee  for  ite  services 
and  activities  and  focuses  on  specific  areas  where  the  Commission  should  be  recover- 
ing some  of  its  costs  of  regulating  theee  markets.  As  I  indicated  in  my  testimony 
before  the  Agriculture  Committee  on  October  17,  our  preliminary  estimates  are  that 
an  additional  |4.9  million  annually  would  be  aaeeesed  under  this  authority. 

The  bill  provides  for  a  rulemaking  before  the  imposition  of  such  feee  and  in  devel- 
oping any  new  fees  the  Commission  would  consider  both  the  level  of  costs  to  the 
(>)nuni88ion  of  performing  its  services  as  well  as  the  burden  of  certain  other  costs 
being  borne  by  regulated  persons.  This  is  similar  to  our  developing  and  administer- 
ing Uie  existing  fees.  For  instance,  in  FY  1989,  the  rule  enforcement  review  feee  for 
the  Chicago  Board  of  Trade  and  the  Chicago  Mercantile  Exchange  were  $164,000 
and  $163,200,  respectively,  while  the  feee  for  the  Kansas  City  Board  of  Trade  and 
lite  Mimwapolis  Grain  Exchange  were  $41,700  and  $43,400,  respectively.  These  num- 
bers i<eflect  the  differences  in  the  Commission's  coiata  of  conducting  theee  reviews. 
The  Commission's  overall  assessment  is  that  with  a  few  changes,  S.  1729  would  not 
be  defarimental,  and  in  fact,  could  enhance  the  international  competitiveness  of  the 
United  States  exchanges. 

I  appreciate  this  opportunity  to  address  your  inquiry  and  to  supplement  the 
record  and  would  be  happy  to  discuss  further  any  aspect  of  this  matter  at  your  con- 
Very  truly  yours. 


Senator  BoscHwnz.  I  thank  you,  Mr,  Chairman. 

Senator  Haskin.  Thank  you.  Senator  Boschwitz. 

I  thfink  the  panel  for  being  here.  You're  excused. 

Dr.  Gramm.  Thank  you. 

[The  prepared  statement  £ind  attachments  of  Dr.  Gramm  follow:] 


cibv  Google 


Prepared  Statement  of 
Dr.  Wendy  L.  Grann 
Chairman 
Comniodity  Futures  Trading  Conmission 
Before  the 
Senate  Connittee  on  Agriculture,  Nutrition, 
and  Forestry 
October  17,  1989 


We  at  the  Commission  think  that  S.  1729,  the 
"Futures  Trading  Practices  Act  of  1989,"  is  a  strong 
bill  that  in  general  adopts  sound  and  focussed 
legislative  approaches  to  address  many  of  the 
difficult  issues  that  have  arisen  in  recent  months. 
Like  H.R.  2869,  the  Comrnission's  reauthorization  bill 
passed  by  the  House,  S.  1729  is  designed  to  increase 
public  confidence  in  the  integrity  of  futures  markets 
by  diminishing  the  potential  for  trade  pract  ce  abuse 
and  strengthening  the  Commission's  regulatory 
systems.  Both  bil  s  seek  to  address  many  of  the 
alleged  trading  abuses  that  have  been  set  forth  in 
the  Chicago  indictments  ^nd  the  Comnission's 
associated  enforcement  actions. 

There  are  some  areas  where  both  H.R.  2869  and  S. 
1729  agree  on  the  need  for  particular  statutory 
changes.  As  you  will  recall,  on  January  23  and  July 
17,  1989,  we  submitted  for  consideration  by  the 
Conmittee  our  recomnendations  for  amendments  to  the 
Commodity  Exchange  Act.  As  explained  in  those 
submissions,  these  amendments  would  enhance  the 
enforcement  of  the  Act  by  providing  for  ^cooperation 
with  foreign  futures  law  enforcement  authorities, 
nationwide  service  of  process  and  venue  in  private 
rights  of  action,  flexibility  in  imposing  civil 
monetary  penalties  and  registration  of  floor  traders. 
We  are  pleased  that  all  of  these  proposals  have  been 
incorporated  in  H.R  2869  and  S.  1729,  although  as  1 
will  discuss,  an  important  part  of  one  amendment  has 
been  omitted  from  the  Senate  bill.  More  recently,  on 
October  4  and  6,  1989  we  submitted  for  consideration 
by  the  Committee  three  other  amendments  to  the  Act. 
One  would  enable  the  Commission  to  adopt  rules 
requiring  certain  firms  to  provide  reports  on  their 
activities  which  have  the  potential  to  affect  the 
financial  condition  of  futures  commission  merchants 
with  which  they  are  affiliated.  The  second  concerns 
telemarketing  fraud,  which  I  will  discuss  in  more 
detail  below.  And,  the  third  removes  Commission 
personnel  from  the  government-wide  salary  and 
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classification  limitations.  I  would  request  that  our 
letters  and  explanation  of  all  of  our  proposed 
amendments  be  included  in  the  record  of  this  hearing. 

There  is  a  similar  consensus  in  both  bills  over 
higher  standards  for  registration  and  the  need  for 
ethics  training  for  Commission  registrants.  The 
Commission  believes  it  particularly  important  that 
registrants  be  educated  in  the  purpose  and  function 
of  futures  and  options  markets  and  in  the  rules  and 
regulations  which  they  must  observe  to  legally  trade 
in  these  markets.  It  is  essential  that  all  industry 
participants  understand  the  significant  sanctions 
they  face  if  they  abuse  the  markets  and  violate  the 
law. 

I  would  now  like  to  discuss  some  of  the  other 
aspects  of  S.  1729. 

Floor  Surveillance  and  Dual  Trading 

S.  1729  will  require  each  contract  market 
immediately  to  enhance  its  trade  monitoring  systems 
through  physical  surveillance,  audit  trail 
recordation,  trade  reviews,  and  increased  resources. 
The  audit  trail  system  must  accurately  record  the 
tiroes  of  trades  in  increments  of  not  less  than  one 
minute,  as  now  required  by  Commission  rule,  and  the 
sequence  of  trades  for  each  broker  and  trader. 
Beginning  in  3  years,  the  audit  trail  must  record  the 
time  of  execution  and  essential  data  for  each  trade 
accurately  and  promptly  using  a  source  independent  of 
the  trader.  We  understand  a  mechanism  into  which  the 
trader  enters  the  data  such  that  the  data  may  not 
thereafter  be  altered  would  satisfy  this  requirement. 
In  addition,  to  the  extent  determined  feasible  by  the 
Commission,  the  audit  trail  is  to  have  independent 
source  records  that  include  the  times  and  sequence  in 
which  orders  are  received  on  the  floor, '-received  by 
the  the  floor  broker  for  execution,  and  reported  from 
the  floor. 

S.  1729  will  also  require  that  not  later  than 
one  year  after  enactment  and  at  least  every  2   years 
thereafter,  the  Commission  must  assess  the  trade 
monitoring  system  of  each  contract  market.  If  the 
Commission  finds  that  a  contract  market  has  failed  to 
show  that  its  systems  comply  with  the  statutory 
standards,  the  Commission  must  issue  an  interim  order 
specifying  the  deficiencies  and  the  necessary 
corrective  action. 

Under  the  bill  a  Commission  interim  order  is  to 
become  final  in  not  less  than  twenty  days,  subject  to 
affording  the  contract  market  the  opportunity  for  a 
hearing  to  petition  to  rescind,  delay  or  modify  the 
order  on  various  grounds,  including  that  the 
deficiencies  cited  have  been  or  are  being  corrected 
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or  that  the  timetable  to  correct  the  deficiencies  is 
arbitrary.  To  cure  deficiencies  the  Comrission  can 
order  the  contract  market  to  make  reguUtory  changes, 
hire  more  staff,  remove  officers  or  employees  or 
suspend  dual  trading. 

As  a  separate  requirement,  S.  1729  provides  that 
within  one  year  the  Commission  must  issue  an  interim 
order  to  suspend  dual  trading  in  a  contract  market 
unless  that  market  can  demonstrate  (1)  that  its  trade 
monitoring  system  fully  satisfies  the  new  accuracy 
standards  such  that  the  system  is  capable  of  and  is 
being  used  to  detect  and  bring  disciplinary  actions 
or  (2)  that  a  suspension  of  dual  trading  would  harm 
the  public  interest  in  hedging  and  price  basing  and 
that  other  remedies  are  more  appropriate.   A 
suspension  order  may  provide  certain  exceptions. 

While  an  interim  or  final  order  is  in  effect, 
the  Commission  may  refrain  from  designating  new 
contracts  for  the  exchange.   A  final  Commission 
order  would  be  reviewable  in  a  court  of  appeals  under 
the  same  terms  and  conditions  set  forth  In  section 
8a(9)  of  the  Act  for  review  of  Commission  emergency 
orders.  Failure  to  comply  with  a  Coimission  order 
will  constitute  a  violation  of  a  Comniss  on  order  for 
purposes  of  establishing  liability  and  assessing 
penalties  in  administrative  law  enforcement  actions. 

The  Commission  will  be  required  to  report  to 
Congress  within  3  days  of  issuing  an  interim  or  final 
order,  and  annually  on  actions  it  takes  under  these 
provisions.  The  Commission  must  also  report  to 
Congress  in  2  years  on  the  progress  each  market  has 
made  in  developing  systems  to  independently  and 
precisely  record  transactions  and  on  its 
recommendations  to  extend  the  schedules  or  to  modify 
the  standards  set  forth  in  the  bill. 

On  the  whole  we  believe  that  these  provisions  of 
S.  1729  will  buttress  the  Comnission's  existing 
oversight  program.   He  have  reservations,  however, 
about  the  resource  implications  of  the  bill's 
requirement  that  we  must  complete  the  first  review  of 
all  exchange  systems  within  one  year  even  though 
subsequent  reviews  are  on  a  two-year  cycle.  We  would 
prefer  a  two-year  cycle  from  the  outset.  Our  current 
practice  is  to  complete  rule  enforcement  reviews  at 
each  of  the  exchanges  on  a  biennial  schedule.  This 
takes  account  of  the  number  of  exchanges  and  the 
intensity  of  review  required  to  evaluate  the 
efficiency  of  exchange  compliance  programs.  We 
understand  that  the  bill  effectively  codifies  our 
existing  practice  and  provides  procedures  for  issuing 
ission  deficiency  order  in  the  case  of 

nges  that  have  deficient  programs.  However,  we 
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do  not  -interpret  the  bill  as  eliminating  our  ability 
to  proceed  more  informally  and  to  encourage 
improvements  between  or  at  the  conclusion  of  two-year 
cycles  without  issuing  deficiency  orders.  Nor  do  we 
believe  the  bill  requires  the  Commission  to  issue  an 
interim  order  if  we  consider  a  contract  market  to  be 
in  substantial  compliance  with  the  stated  standards 
even  though  there  may  be  nonsystemic  shortcomings  in 
an  exchange's  trade  monitoring  system. 

Generally  the  bill's  approach  regarding  audit 
trail  should  facilitate  an  improved  audit  trail, 
which  has  been  a  long-held  Commission  goal.  We  have 
moved  aggressively  toward  this  goal  since  1986.  We 
are  firmly  committed  to  improving  the  audit  trail  in 
the  ways  that  are  most  effective  in  detecting  and 
deterring  trade  practice  abuse  and  we  have  recently 
proposed  and  adopted  rules  aimed  at  achieving  that 
result.  We  do  have  some  concerns  over  mandating  that 
technical  mechanisms  must  be  in  place  within  three 
years  to  capture  data  for  pit  trading  in  advance  of 
any  proof  that  installation  of  these  mechanisms  are 
technologically  feasible,  practicable,  or  do  not  have 
other  more  serious  problems.  In  this  regard,  we 
believe  the  bill  should  be  modified  to  employ  the 
term  "practicable"  rather  than  "feasible."  In  our 
view,  this  would  assure  that  both  the  costs  and  the 
utility  of  the  new  systems  be  considered  as  the 
exchanges  proceed  and  the  Commission  monitors 
developments. 

The  Commission  is  just  completing  its  study  of 
dual  trading  which  was  initiated  earlier  this  year. 
In  this  study,  we  measured  the  extent  of  dual  trading 
and  did  some  statistical  analyses  of  the  possible 
benefits  of  dual  trading.  In  sumiary,  the  vast 
majority  of  dual  traders  are  highly  specialized  as 
either  customer  traders  or  personal  traders. 
Further,  tests  of  relative  performance  do  not 
indicate  that  dual  traders  as  a  group  are  superior 
traders  or  brokers  compared  to  nondual  traders.  The 
analyses  also  indicate  that  dual  and  nondual  traders 
are  similar  in  terms  of  the  liquid  ty  they  provide  to 
the  market.  Our  results  indicate  that  dual  traders 
do  not  trade  more  intensively  in  either  low  volume 
markets  or  more  distant  trading  months. 

Based  in  part  on  these  results  and  the  problems 
associated  with  dual  trading,  the  Comnission  is 
prepared  to  write  rules  to  restrict  dual  trading 
subject  to  certain  exceptions.  These  exceptions  as 
well  as  details  of  implementation  will  be  described 
in  the  proposed  rules  and  published  requesting  public 
comment.  We  believe  this  regulatory  initiative  taken 
under  our  existing  authority  will  adequately  address 
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are,  to  the  member's  knowledge,  specific  and  actual 
parties  in  interest.  We  understand  that  voting  and 
deliberation  may  be  permitted,  hovfever,  on  issues 
that  may  affect  prices  on  actively  traded  contracts 
if  the  member  makes  required  disclosure  of  the 
member's  market  positions  and  the  positions  of 
affiliates  of  which  the  member  is  aware. 

The  Conmission  supports  and  has  already 
published  rules  barring  individual  members  with 
significant  disciplinary  records  from  service  on 
disciplinary  or  governing  panels  of  exchanges  for  a 
fixed  period  of  time.  We  believe  that  the  bill's 
provisions  for  diversity  of  membership  for 
disciplinary  panels  are  sufficiently  flexible  to 
assure  that  the  technical  expertise  of  the  group  can 
be  retained  so  as  to  render  prompt,  effective  and 
appropriate  decisions.  However,  we  question  the  20 
percent  "nonmember"  requirement  for  governing  boards. 
While  we  favor  the  concept  of  outside  board  members, 
we  are  concerned  that  a  statutory  quota  system  may 
not  always  achieve  the  desired  results. 

In  addition,  we  believe  that  a  statutory 
requirement  regarding  conflicts  of  interest  for 
voting  and  deliberations  of  the  governing  board  and 
major  disciplinary  committees  should  not  change  the 
legal  standard  for  review  of  exchange  decision 
making.  We  understand  that  all  exchanges  already 
have  procedures  and  practices  in  place  to  assure  that 
interested  members  are  subject  to  appropriate 
screening  and  recusal  requ  rements   Further,  the 
Commission  could  specify  more  formal  procedures  under 
existing  law  if  it  believed  these  were  necessary  or 
appropriate.   Nevertheless,  we  believe  that  S.  1729 
takes  the  correct  approach  in  focusing  on  "specific" 
and  "actual"  conflicts  and  by  allowing  "interested 
members"  to  participate  in  deliberations  and  voting 
if  disclosure  of  interests  1s  made.  We  also  are 
pleased  that  the  bill  directs  the  Conmission  to 
provide  guidance  through  rulemaking  of  appropriate 
disclosure  procedures.  This  recognizes  that 
Commission  expertise  1s  necessary  to  assure  that  the 
conflict  of  interest  provision  will  not  result  in  the 
unwarranted  removal  from  the  exchange  decision-making 
process  those  members  with  vital  expertise  whose 
firms  or  affiliates  have  a  position  in  the  market. 

penalties 

In  addition  to  the  Commission's  proposal  to 

streamline  civil  money  penalty  procedures,  Title  VI 

of  S.  1729  provides  for  expanding  the  Act's  principal 

anti-fraud  provision;  increased  monetary  penalties 

fines  in  Commission  enforcement  and  criminal 

es;  explicit  recognition  of  the  principal /agent 
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relationship  between  futures  commission  merchants  and 
floor  brokers  in  certain  cases  for  purposes  of 
establishing  liability  under  the  Act;  exemplary  or 
punitive  damages  for  customers  in  reparations,  court 
and  arbitration  cases  for  willful  and  intentional 
violations;  the  ability  of  the  Commission  to  order 
customer  restitution  in  administrative  enforcement 
actions;  class  actions  in  reparations;  and  felony 
sanctions  for  giving  false  information  to 
self*regulatory  organizations  as  well  as  for  willful 
violations  of  the  Act  or  Commission  regulations  and 
for  certain  false  statements 

Under  the  bill,  the  Comnission  is  also  to  study 
penalties  it  and  the  exchanges  impose  and  to  report 
to  Congress  in  2  years  on  whether  systematic 
differences  exist.  The  report  shall  include 
proposals  as  determined  appropriate  and  necessary  for 
industry  wide  standards  and  guidelines  to  make 
penalty  levels  consistent,  including  minimums  or 
ranges. 

The  Commission  supports  most  of  these  amendments 
and  believes  they  will  significantly  enhance  the 
range  of  law  enforcement  and  customer  remedies 
already  available  under  the  Act. 

A  majority  of  the  Commission,  however,  does  not 
support  empowering  the  Comnission  to  order 
restitution  in  administrative  cases.  The  Act  already 
affords  customers  three  separate  methods  to  seek 
redress- -private  rights  of  act  on  n  federal  court, 
the  Commission's  reparations  program  and  exchange  and 
futures  association  arbitration;  in  addition  the 
Comnission  can  and  does  seek  disgorgement  where 
appropriate  in  injunctive  cases  in  federal  district 
court.  The  Commission  believes  that  customers  would 
be  better  advised  to  move  pronptly  to  utilize  one  of 
the  broad  range  of  existing  Temedies  the  Act  provides 
to  seek  damages  at  the  outset  of  their  claim  rather 
than  await  the  outcome  of  a  Comnission  investigation 
and  administrative  trial.  And  even  if  there  is  an 
administrative  action,  there  is  no  assurance  that 
there  will  be  funds  available  for  the  customers  at 
the  conclusion  of  the  case.  Thus,  this  provision 
could  in  fact  delay  the  recovery  of  damages  by 
customers. 

In  this  regard,  we  note  that  the  Commission 
already  seeks  disgorgement  of  unlawful  profits  for 
payment  to  customers  in  district  court  enforcement 
cases.  We  have  been  successful  in  seeking r 
restitution  in  these  injunctive  actions  beaause  they 
can  be  prosecuted  more  quickly  than  administrative 
cases.  Even  here,  however,  the  size  of  customers' 
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recovery  rarely  approaches  the  amount  of  wrongdoers 
collected  during  the  course  of  the  unlawful  activity. 

The  Commission  does  not  believe  the 
establishment  of  a  "class  action"  option  in 
reparations  is  necessary. 

Typically,  a  class  action  requires  that  coimon 
issues  predominate  over  the  class  members'  individual 
claims.  The  vast  majority  of  reparation  complainants 
bring  their  claims  under  anti-fraud  provisions  of  the 
Act  and  Cotnnission  rules.  Generally,  these  types  of 
claims  would  not  qualify  for  class  action  treatment 
because  they  depend  upon  unique,  fact-intensive, 
circumstances,  such  as  the  particular  futures 
contract  or  other  instrument  involved,  the  relative 
financial  sophistication  of  the  customer,  the 
particular  representations  made  by  a  respondent,  and 
the  degree  of  the  complainant's  reliance  on  those 
representations.  Moreover,  even  if  there  should  be  a 
factual  issue  common  to  the  claims  of  several 
reparations  complainants,  the  opportunity  for  class 
certification  would  provide  little  advantage  in  these 
cases  because  each  individual  fraud  claim  would  still 
have  to  be  evaluated  in  any  event. 

The  Coimission  would  support  report  language 
encouraging  an  evaluation  of  the  reparation  program 
to  ensure  it  is  meeting  its  Congressional 1y  mandated 
goals  and  to  recommend  Improvements  if  necessary. 

S.  1729  also  adds  a  proposed  section  9(h)  to  the 
Act  that  would  make  it  a  felony  to  willfully  violate 
any  provision  of  the  Act  or  a  Conmission  rule  or  to 
make  false  statements  in  documents  required  to  be 
filed  with  the  Commission  or  in  applications  for 
membership  in  a  contract  market  or  futures 
association.  The  Commission  believes  that  the 
breadth  of  this  new  section,  which  parallels  a  key 
provision  of  the  federal  securities  lawsj  may  enhance 
the  Commission's  ability  to  interest  U.S.  Attorneys 
in  initiating  criminal  prosecutions  for  violations  of 
law.  We  would  point  out,  however,  that  section  9(h) 
nay  conflict  with  the  various  subsections  of  existing 
section  9  which  differentiate  between  violations  of 
specific  sections  of  the  Act  and  regulations  by 
making  some  misdemeanors  and  others  felonies.  For 
example,  under  the  bill  all  knowing  violations  of 
Commission  rules  would  become  felonies,  even  if  they 
involve  missing  reporting  deadlines  or  minor 
infractions  of  recordkeeping  requirements.  We  query 
whether  the  Committee  intends  S.  1729  to  override  or 
to  complement  existing  law  and  suggest  that 
clarification  be  provided  by  the  Committee. 

Finally,  we  have  some  concern  over  the  intent 
i  potential  impact  of  the  amendment  made  by  the 
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bill  to  section  4b,  the  Act's  principal  antifraud 
provision  governing  futures  trading.  Based  upon  our 
experience  using  4b  to  combat  fraud,  it  is  our  belief 
that  this  increased  prospect  of  liability  could  have 
a  significant  impact  upon  the  operations  of  brokerage 
firms  and  other  industry  professionals.  Section  601 
of  the  bill  would  add  a  new  subparagraph  (E)  to 
section  4b  that  would  prohibit  any  person,  acting  for 
or  on  behalf  of  any  other  person,  from  engaging  in 
any  practice  or  course  of  business  that  would  operate 
as  a  fraud  or  dece  t  on  any  person  or  to  employ  any 
device  or  scheme  to  defraud  any  person.  Under 
existing  law  the  reach  of  the  prohibitions  in  section 
4b  is  directed  to  acts  or  omissions  harm  ng  the 
person  on  whose  behalf  the  wrongdoer  is  acting. 
Thus,  for  example,  a  customer  may  sue  a  broker  for 
false  statements  in  connection  with  the  customer's 
futures  trading.  Under  the  bill  It  also  would  be  a 
violation  if  such  false  statements  operated  as  a 
fraud  upon  any  person  other  than  or  n  addition  to, 
the  customer,  even  if  the  other  person  had  no 
business  or  other  relationship  to  the  wrongdoer. 
Further,  in  contrast  to  other  subparagraphs  in 
section  4b,  the  language  of  subparagraph  (E)  appears 
modeled  on  that  of  section  4o  of  the  Act,  which  some 
courts  have  held  does  not  include  a  scienter 
requirement  to  establish  liability. 

Thus,  section  601  may  be  read  as  eliminating 
both  the  need  to  establish  the  fiduciary  relationship 
between  a  plaintiff  and  the  wrongdoer  and  a  scienter 
requirement.  If  so  read,  for  example,  persons  who 
negligently  report  prices  off  the  trading  floor  could 
be  charged  with  fraud  by  a  third  party.  If  the 
Committee  proceeds  with  this  proposal,  we  would 
recommend  at  a  minimum  that  it  make  clear  that  the 
new  subparagraph  (E)  includes  a  scienter  requirement 
that  parallels  the  other  provisions  of  section  4b. 
Assistance  to  Foreign  Futures  Authorities 
S.  1729  includes  our  proposal  that  would  permit 
the  Comnission  to  conduct  investigations  upon  the 
request  of  a  foreign  futures  authority  without  regard 
to  whether  the  facts  stated  in  the  request  constitute 
a  violation  of  U.S.  law.   The  Comnission  believes 
that  this  authority  is  needed  to  help  obtain 
reciprocal  investigative  assistance  from  foreign 
authorities.  Such  assistance  would  be  a  powerful 
tool  in  effectively  enforcing  the  Coirmodity  Exchange 
Act  in  investigations  that  require  the  gathering  of 
information  from  foreign  sources.  The  proposed 
investigative  authority  closely  parallels  the 
authority  obtained  by  the  Securities  and  Exchange 
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Cornni'ssion  last  year  in  section  6  of  the  Insider 
Trading  and  Securities  Fraud  Enforcement  Act  of  1988. 

We  are  very  concerned,  however,  about  the 
absence  from  the  bill  of  our  proposed  amendment  and 
conforming  changes  to  protect  from  compelled 
disclosure  confidential  Information  provided  to  the 
Commission  by  foreign  futures  authorities.  This 
language  is  critically  Important  to  the  Comnisslon's 
ability  to  obtain  full  cooperation  in  enforcement 
matters  from  these  authorities.  The  Coiran  ssion's 
foreign  counterparts  are  very  concerned  about  the 
possibility  that  confidential  information  which  they 
provide  to  the  Comnlsslon  might  be  disclosed  to  third 
parties,  either  through  the  Freedom  of  Information 
Act,  or  via  third-party  subpoenas.  There  are  no 
parallels  to  these  types  of  disclosure  under  the  laws 
of  many  foreign  jurisdictions.  Indeed,  the 
Connission  has  been  advised  that  the  laws  of  some 
foreign  jurisdictions  would  preclude  their 
authorities  from  entering  Into  information-sharing 
agreements  unless  they  could  be  assured  that 
protections  of  confidentiality  similar  to  theirs  are 
available. 

As  you  know,  Section  8  of  the  Act  already 
protects  certain  categories  of  information  from 
public  disclosure  and  reflects  the  particular 
sensitivity  of  Congress  to  the  need  to  protect 
confidential  information  in  the  possession  of  the 
Commission.  Recognizing  and  accommodating  the 
concerns  of  foreign  authorities  about  confidential 
Information  they  provide  to  the  Commission  is 
consistent  with  that  historical  concern,  and  would 
further  enforcement  of  the  Act  through  full 
cooperation  with  foreign  futures  authorities. 
Moreover,  H.R.  1396,  the  International  Securities 
Enforcement  Act  of  1989,  passed  by  the  House,  and  S. 
1712,  the  Securities  Acts  Amendments  of  1989, 
reported  by  the  Senate  Banking  Comm  ttee,  each 
contain  provisions  similar  to  the  Commission's 
proposal  regarding  the  protection  of  information 
obtained  from  foreign  regulators.  Accord  ngly,  we 
urge  the  Coimiittee  to  add  our  proposed  language  to  S. 
1729  so  that  it  will  parallel  this  SEC  legislation  as 
well  as  the  Coranission's  reauthorization  legislation 
passed  by  the  House  in  H.R  2869. 

Undercover  Operations  and  Enforcement 

S.  1729  empowers  the  Commission  to  conduct 
limited  undercover  investigations  if  the  Attorney 
General  has  declined  to  do  so  after  a  request  from 
the  Commission.  We  think  the  Indictments  and 
n   ission  administrative  actions  announced  this  year 
e  demonstrated  the  success  of  our  ongoing 
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cooperative  law  enforcement  efforts  with  other 
agencies,  including  participation  in  undercover 
operations.  While  we  are  pleased  that  S.  1729 
recognizes  the  importance  of  these  efforts,  the 
Conniission  does  not  believe  it  appropriate  to  have 
its  own  authority  to  conduct  undercover  operations. 
He  know  of  no  other  financial  regulatory  agency  that 
has  such  power,  and  we  believe  it  to  be  properly 
vested  in  the  Federal  Bureau  of  Investigation  which 
has  the  training  and  resources  to  engage  in  this 
activity  in  all  sectors  of  the  economy  while  being 
exempt  from  certain  laws.  Accordingly,  we  prefer  an 
approach  taken  which  specifies  that  the  Commission 
may  continue  to  request  the  assistance  of  and 
cooperate  with  other  agencies  in  conducting  its 
investigations,  including  participation  in  the 
undercover  activities  of  those  agencies. 

Access  by  GAP  to  information  maintained  by 

self-regulatory  organizations 

S.  1729  would  empower  the  Comptroller  General  to 
have  direct  access  to  all  recorded  information  and 
property  in  the  possession  of  self-regulatory 
organizations  under  the  Act  and  to  information  or 
property  related  to  computer  services  in  the 
possession  of  firms  that  provide  these  services  to 
these  organizations  or  to  the  Commission.  The 
CoD^trolier  General  would  be  required  to  accord  this 
information  the  same  level  of  conf  dentiality  as 
information  obtained  by  the  Conmission. 

We  question  the  need  for  this  provision.  Except 
in  the  case  of  contractors  or  recipients  of  federal 
funds,  GAO  access  to  private  sector  records  and  data 
is  traditlona  ly  accomplished  through  the  oversight 
agencies,  as  it  now  is  under  the  Commodity  Exchange 
Act.  To  our  knowledge,  in  its  many  audits  and 
reports  over  the  years  on  the  Commission's  regulatory 
activities,  GAO  regularly  has  been  able  to  obtain 
industry  data  on  a  timely  basis,  either  through 
access  to  information  already  in  our  possession  or  by 
our  making  a  special  request  for  the  data  at  the 
behest  of  GAO.  In  our  experience,  these  existing 
procedures  have  worked  well  and  strike  an  appropriate 
balance  between  the  needs  of  GAO  and  the  protection 
of  sensitive  and  confidential  information  from 
unnecessary  and  duplicative  demands  from  multiple 
overseers. 

Hiring  and  Compensation  Authority  of  Commission 

We  support  removing  Commission  personnel  from 
the  government-wide  salary  and  classification 
linitations  contained  in  Title  5  of  the  U.S.  Code. 
We  understand  that  the  effect  of  this  legislation  is 
to  permit  the  Conmission  to  pay  its  employees  above 
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the  levels  set  for  other  personnel  1n  the  same  job 
classifications  and  to  do  so  on  a  basis  comparable  to 
the  banking  agencies.  We  understand  also  that 
similar  legislation  may  soon  be  introduced  to  cover 
employees  of  the  Securities  and  Exchange  Commission. 

It  has  become  increasingly  difficult  for  us  to 
recruit  and  retain  personnel  for  government  service, 
particularly  in  the  financial  centers  around  the 
country  in  which  the  Coirmission  has  offices.  The 
effect  of  this  proposal  would  enhance  the 
Commission's  ability  to  do  so  and  to  keep  pace  with 
the  recruitment  efforts  of  the  other  financial 
regulators. 

Service  fees 

We  support  imposing  additional  fees  to  reflect 
the  cost  of  nonitoring  trading,  supervising  exchanges 
and  of  other  services  rendered  and  functions 
performed  by  the  Conmission. 

Appeals  by  registered  futures  associations 

S.  1729  would  permit  a  registered  futures 
association  to  appeal  to  a  federal  Circuit  Court  a 
Comnission  decision  in  an  appeal  from  an  association 
disciplinary  action.  The  Conmission  opposes  this 
change  in  existing  law.  In  December  1985,  as  part  of 
its  report  on  the  National  Futures  Association  under 
Section  237  of  the  Futures  Trading  Act  of  1982,  the 
Comnission  proposed  to  Congress  that  only  respondents 
in  association  disciplinary  actions  should  have  the 
right  to  appeal  Comnission  decisions  reviewing  their 
cases.  Subsequently,  the  NFA  testified  before  this 
Comnittee  in  support  of  this  refinement  in  the 
appellate  process,  and  Congress  enacted  this  concept 
into  law  as  part  of  the  Futures  Trading  Act  of  1986. 
The  Commission  sees  no  reason  to  disturb  that 
provision  of  the  law  '■ 

Registered  futures  associations  exist  only 
because  Congress  provided  enabling  authority  for 
their  creation  in  1974.  Further,  while  the 
Commission  remains  extremely  supportive  of  the  NFA, 
some  of  its  unique  aspects,  such  as  mandatory 
membership,  dictate  that  the  Commission  exercise  Its 
oversight  responsibilities  with  extreme  care.  The 
ability  of  a  respondent  to  appeal  an  NFA  disciplinary 
sanction  to  the  Comnission  was  intended  as  protection 
for  the  respondent,  a  vital  protect  on  In  light  of 
the  requirement  of  mandatory  membership.  The  NFA 
itself  does  not  need  such  protection  because,  other 
than  the  possibility  of  reversal  or  having  a  case 
remanded,  the  NFA  does  not  face  any  adverse  legal 
consequences  when  its  decisions  are  overruled. 
Finally,  since  In  many  ways  NFA  is  acting  on  behalf 
f  the  government's  interest  in  enforcing  rules  and 
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practices  required  by  the  Act,  allowing  NFA  to  appeal 
an  adverse  Conmission  decision  in  disciplinary 
matters  is  somewhat  akin  to  authorizing  the 
Commission's  own  Division  of  Enforcement  to  appeal 
adverse  Commission  decisions  in  enforcement  cases. 

Telemarketing  fraud 

S.  1729  limits  its  focus  on  telemarketing  to 
members  of  futures  associations  against  whom  some 
disciplinary  action  has  been  taken.  In  our  view, 
such  standards  should  not  be  focused  only  on  firms 
against  which  a  futures  association  has  exercised  Its 
prosecutorial  discretion.  As  explained  in  our 
submission  proposing  an  alternative  approach,  we 
believe  the  scope  of  this  provision  should  be 
broadened  to  empower  the  Commission  to  set  standards 
throughout  the  industry  concerning  solicitation  of 
new  accounts  by  telephone.  These  standards  could  be 
designed  to  assure  that  there  were  appropriate 
procedures  in  place  at  all  firms.  These  procedures 
might  prevent  conduct  requiring  a  member 
responsibility  action.  Further,  standards  of  general 
applicability  would  be  more  consistent  with  the  Act's 
policy  of  encouraging  the  least  anticompetitive 
regulatory  action. 

Study  of  delivery  points  for  agricultural 

commodity  contracts 

The  Cornnission  supports  this  provision. 

/Authorization  of  Appropriations 

We  support  the  five-year  appropriations 
authority  and  funding  levels  set  forth  In  S.  1729. 
The  levels  of  funding  contained  in  the  bill  would 
allow  the  Commission  to  experience  about  a  35  percent 
real  growth  in  staff  levels  over  the  pending  level  of 
555  staff  years.  We  also  appreciate  Chairman  Leahy's 
statements  that  the  Coimiodlty  Futures  TI^ading 
Commission  is  today  a  permanent  agency.  Permanent 
authorization  is  consistent  with  regular  and  active 
Congressional  oversight  of  the  agency  which  the 
Conmission  has  always  supported. 
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us.  Deparlinenl  of  Jus 


Norihem  Dhirici  of  lllim 


Fobmsry  2,  1989 


Ms.  Wendy  L.  Gramm  '^ 

Chairpeison  .- 

Commodity  Futuiaa  Tiadlng  Commlsiioii  i  - 
2033  K  Street.  N.W. 

WaBhlngton,  D.C.      205B1  ^- 

neai  Ms.  Giamm; 

On  behalf  of  the  Fsdeial  Bureau  of  Investigation  and  my  office,  I  want 
to  take  this  oppoitniiity  to  again  thank  you  for  youi  support  of  the  Grand  Juiy 
Investigation  of  Illegal  floor  trading  practices. 

As  yoD  know,  prior  to  nndeitaking  the  Investigation,  we  lougbt  the 
assistance  and  eipeitlw  of  ;our  agency.  Without  the  assistance  and  counsel 
of  yooi  agency,  tUi  Investigation  would  not  havs  b«an  possible.  The  man  and 
woman  of  youi  agency  are  to  be  commended  foi  their  Invaluabls  and  contlnolug 

assistance  In  this  Investigation. 


Sincerely 


sincerely  vpun. 
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Twelfth  Annual  Commodities  La«  Institi 
I IT /Chicago-Kent  College  of  Law 
October  12,  1989 


I  often  called  upon  to  make  predictions.   As 
you  are  no  doubt  aware,  many  of  our  predictions  turn  out  to  be 
wrong.   There  is,  however,  one  historical  truism  that  ue  can 
confidently  rely  upon  in  forecasting — crises  and  scandals  breed 
government  regulation. 

past  year.   First,  there  was  the  undercover  investigation  of 
trading  on  the  floors  of  the  Chicago  exchanges.   Then  there  was 
the  emergency  declared  by  the  CBT  in  the  July  soybean  futures 
contract.   All  of  this  within  the  context  of  an  ongoing 
reauthorization  process.   The  regulatory  response  to  these  events 
is  important  to  the  industry.   In  the  upcoming  year,  the  future 
of  the  futures  industry  will  be  written,  for  better  or  for  worse, 
in  Washington,  not  in  Chicago  or  Hew  York.   Hopefully,  it  will  be 
for  the  better. 

The  industry  and  the  Commission  are  under  more  public  and  - 
Congressional  scrutiny  than  ever  before.   Had  the  investigation 
or  the  soybean  emergency  occurred  during  any  other  time,  our 
burden  would  have  been  great  enough.   But  coinciding  with  the 
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reauthorization  process,  the  level  of  scrutiny  fram  Congress  and 
critics  has  reached  unprecedented  levels.   Congress  has  held 
numerous  hearings  this  year  reviewing  the  performance  of  the 
industry  and  the  CFTC,  while  the  General  Accounting  Office  has 
conducted  nine  different  reviews.   This  time  the  challenge  facing 
the  industry  is  greater  than  it  ever  has  been — greater  even  than 
it  was  after  the  market  crash--for  now  the  very  legitimacy  and 
integrity  of  the  markets  are  being  challenged. 

At  the  Commission,  «e  welcome  Congressional  oversight  of  our 
performance,  and  in  recent  years  ue  have  had  the  benefit  of 
extensive  scrutiny.   Such  oversight  is  often  a  positive  force. 
Weaknesses  in  the  regulatory  system  can  be  revealed,  and  reforms 
provided  to  address  those  weaknesses.   As  the,>events  of  this  year 
demonstrate,  some  regulatory  and  statutory  changes  are  needed  and 
reform  measures  will  be  adopted.   The  Commission  will  work  with 
Congress  to  assure  that  these  reform  measures  are  well  targeted, 
addressing  real  issues  facing  the  industry. 

COHGRESSIOMfll.  ACTIONS 

Many  on  Capitol  Hill  are  calling  for  more  direct  regulation 
by  Congress  and  the  Commission.    Both  houses  of  Congress  appear 
to  be  in  favor  of  imposing  important  new  restrictions  on  the 
exchanges  and  on  certain  trading  practices  as  well  as  expanding 
CFTC  authority  and  oversight.   Let  me  highlight  some  of  the 
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cequlatory  changes  that  have  eithec  been  adopted  in  the  House  or 
are  currently  being  considered  in  the  Senate- 

The  U.S.  House  of  Representatives  has  unanimously  approved 
B.R-  2869,  a  strong  bill  designed  to  maintain  the  integrity  of 
futures  market  and  protect  the  public  interest.   The  Coimnission 
supports  the  genecal  goals  of  this  bill  and  most  of  the  specific 
provisions.   This  bill  includes  (1)  a  prohibition  on  dual  trading 

Commission  continue  to  cooperate  with  other  Federal  la«  enforce- 
ment agencies  in  conducting  undercover  investigations;  and  (3)  a 
requirement  setting  certain  standards  for  and  monitoring  im- 
provements to  the  audit  trail.   There  are  gome  elements  proposed 
in  the  bill,  howevei;,  that  the  Commission  questions  in  terms  oL 
necessity  and  practicability.   These  questionable  provisions 
include  (1)  the  requirement  that  the  Commission  monitor  and 
approve  changes  in  margin  levels  on  stock  index  futures,  and  (2] 
the  cequitements  that  the  execution  time  of  each  trade  be  stated 
in  30-second  increments. 

This  past  week  the  Committee  on  Agriculture  of  the  U.S. 
Senate  proposed  the  Futures  Trading  Practices  Act  of  1989.   The 
Commission  also  supports  the  general  goals  of  this  legislation. 
The  bill  includes  ma^or  provisions  that  (1)  require  each  futures 
exchange,  within  three  years,  to  implement  new  audit  trail 
systems  capable  of  capturing  transaction  times  in  a  precise, 
independent  and  complete  manner;  (2)  require  the  Commission  to 
asseaa  on  a  two-vear  cvclo  the  trod'i  monitoring  systems  of  each 
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exchange  to  detarsine  its  capacity  and  ef fectiveneSE  in  detecting 
and  deterring  violations  and  issue  an  interin  order  specifying  a 

the  standards  laid  out  in  the  bill;  and  (3)  ban  dual  trading 
unless  the  CommiBsion  finds  that  an  exchange  trade  Donitoring 
system  fully  satisfies  the  audit  trail  standards  set  in  the  bill. 

The  Conmiission  is  conmitted  to  uorking  uith  the  Senate  to 
make  this  bill  as  effective  and  workable  as  possible.   We  will 
work  in  the  same  fashion  with  both  the  Bouse  and  the  Senate  as 
they  go  into  conference  to  produce  a  final  bill.   The  Commission 
wants  to  see  a  tough  and  effective  reform  bill  passed  this  year. 


familiar  with  my  views  --  that  these  futures  markets  have  been  at 
the  cutting  edge  in  finencial  market  innovation  in  this  country 
and  around  the  world  —  developing  new  products  to  meet  the 

technology . 

You  have  heard  me  argue  about  the  benefits  of  self-regula- 
tion, for  example,  in  margin  setting  and  in  trade  clearing  and. 
settlement.  You  have  heard  me  extol  the  virtues  of  innovation 
motivated  by  market  forces  and  vigorous  competition.   When  asked 
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and     e-r-imptMt-  ^  ■■■  1 


in  wonld   detemiiw   If   cpen  OD'tcry   In  the   pits   * 
I  screen  trading  system  or  be   i-eplsced  by   one. 


Bouever,    it   Is   incireasi-ngly  clear  that  ccn^ietltive  market 
forces  vlll   not  be  the  only   or  even  tbe  most   important  determi- 
nant of    outcomes-^and  that   self-regalatioD   as    it  exists  will   be 
forever  changed-      Exactly  how  snich  of  the   self -regulatory 
structure  will  be  allowed  to  exist   depends    on   indnstry,    exchange, 
and   Ctanmission  response   to   tbe  call    for   reforms   —   that    is,    how 
seriously  ve  take  the  call    for  ireforss-      The   CcanDtission    for    its 
onus  are  needed  now- 


COHHISSIOW 


noting   that  tbe  ' 


1  example 


;ioQ  of  the  Commission's  r 
1   has  long  held  that  effective 
enforcement  requires  cooperative  actions  with  other  age 
including  criminal  prosecutions  at  the  federal,  state  b 
local  level.   The  criminal  Investigation  in  Chicago  is 
of  an  innovative  enforcement  effort  based  on  cooperatic 
the  CFTC,  the  Department  of  Justice,  and  the  FBI.   Cooperation 
with  other  law  enforcement  agencies  and  the  FBI  will  continue  and 
is  continuing.    If  I've  said  it  once  I've  said  it  100  times: 
the  Comiiiission  will  use  all  available  tools  to  root  out  fraud  and 
abuse.   These  markets  are  too  importani:  to  let  those  who  violate 
the  law  prevail. 
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In  August,  «e  proposed  new  rules  to  beCter  detec  the  types 
of  abuse  that  were  alleged  in  ths  indicCments  and  in  the  Commia- 
Bion  settlements  stemming  from  the  undercover  investigation  in 
Chicago.   These  rules  arc  targeted  at  specific  problem  areas  and 
are  measured  and  appropriate  responses  to  the  abuses  revealed  by 
the  investigation.   The  proposed  rules  are  intended  to  improue 
the  accuracy  and  reliability  of  audit  trail  data  and  inhibit  the 
ability  of  traders  to  alter  records.   They  also  will  help  control 
abuses  related  to  out  trades  and  kerb  trading  and  increase  the 
monitoring  of  opening  and  closing  markets. 

effort  to  improve  the  reliability  of  audit  trail  data  and  to 
inhibit  falsification  of  records.   Both  Congress,  the  Commission 
and  GftO  agree  that  the  audit  trail  can  be  improved.   We  differ  on 
exactly  ho«  and  what  to  do.   The  Commissions'  proposed  amendments 
would  tighten  requirements  on  the  use  and  collection  of  trading 
cards  to  prevent  traders  from  manipulating  their  trading  records. 
In  addition,  trading  cards  would  be  collected  more  frequently  in 
the  pits,  ultimately  every  15  minutes.   The  Commission  also  (1) 
eatabliahed  a  pilot  program  to  increase  its  floor  surveillance 
presence  and  (2)  proposed  a  rule  to  prohibit  persons  with 
significant  disciplinary  histories  from  seeking  election  or  , 
serving  on  exchange  or  NFA  boards  or  committees. 

The  Commission  is  concluding  its  study  on  dual  trading.   The 
study  takGG  a  careful  look  at  the  extent  of  dual  trading  and 
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tests  some  hypotfaeees  concerning  the  benefits  of  dual  trading. 
The  CommiBsion  will  be  releasing  the  study  shortly. 

He  also  are  completing  a  study  on  broker  associations.   He 
believe  it  is  important  to  identify  members  of  various  broker 
asEociatioQS  and  use  this  information  in  surveillance  and 
compliance  programs.   Our  rulemaking  concerning  broker  associ- 
stionB  should  be  completed  later  this  fall. 

Hhile  many  of  these  proposals  are  £a£  reaching  —   there  are 
important  points  for  you  to  remember.   Trading  abuses  did  occur 

that  these  reforms  will  be  costless  —  but  they  are  essential  if 
ue  are  to  maintain  the  integrity  of  these  markets. 


The  Cocmnission's  response  to 
He  have  proposed  reforms  to  better  deter  and  detect  abuse.  Make 
no  mistake  such  reforms  will  impose  costs.  My  question-to  you  is 
—  what's  your  response?  Business  as  usual?  We  survived  the 
aftermath  of  the  crash  and  this  too  will  pass?  I  don't  think  so. 
The  industry  needs  to  show  those  writing  the  reform  agenda  in 
Washington  that  they  are  prepared  to  act,  and  act  decisively,  to 
ensure  market  integrity.  Only  in  this  way  can  public  confidence 
in  these  markets  be  maintained. 
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Senator  Harkin.  I  have  an  opening  statement.  I  wasn't  here  at 
the  b^inning  of  the  hearing.  I  will  Bubmit  it  for  the  record.* 

What  I  wiJJ  do  now  ie  cfQl  the  next  panel  up  for  opening  state- 
ments, and  then  we  will  recess  until  2:30.  Karsten  Mahlmann, 
chairman  of  the  board,  Chicago  Board  of  Trade;  Leo  Melamed,  spe- 
cial counsel  and  chairman  of  the  executive  committee  of  the  Chu:a- 
go  Mercantile  ExchaiKe;  Z.  Lou  Guttman,  chairman  of  the  board  of 
directore.  New  York  Mercantile  Exchange;  Robert  B.  Fink,  chair- 
man, Commodity  Exchange,  Inc. 

If  those  four  could  please  come  up  to  the  witness  table.  Again,  in 
consultation  with  Senator  Lugar,  we  ask,  if  you  could,  tlutt  you 
each  give  your  opening  statement  in  around  5  minutes,  then  we'll 
all  break  for  lunch  and  come  back  at  2:30.  We  will  pick  up  the 
questioning  at  2:30. 

We  will  start  in  the  order  in  which  I  read  the  names.  The  first 
will  be  Karsten  Mahlmann,  chairman  (^  the  board,  Chicago  Board 
of  Trade. 

I  want  to  welcome  all  of  you  here  today  and  thank  you  for  your 
patience.  As  you  can  tell,  this  matter  has  generated  a  lot  of  inter- 
est. I  have  a  feeling  it's  going  to  be  a  long  day  today  for  all  of  us. 

Mr.  Mtihlmann,  welcome  and  please  proceed,  if  you  can,  for  5 
minutes.  If  you  feel  that  you  want  to  add  some  tnii^s,  perhaps 
when  we  come  back  at  2:30,  we  could  do  it  at  that  time. 

STATEH^TT  OF  KABSTEN  MAHLMANN,  CHAIRMAN,  CHICAGO 
BO^tD  OriKADE,  CHICAGO,  IL 

Mr.  Mahlmann.  Senator,  I  will  be  within  a  minute  of  the  5- 
minute  time.  Thank  you  very  much. 

INTRODUCTION 

Mr.  Chairman  and  members  of  the  committee,  my  name  is  Kar- 
sten Mahlmann.  I  am  chairman  of  the  Chicago  Board  of  Trade.  The 
Boaird  of  IVade  has  over  3,600  members  who  have  been  rocked  this 
yeeir  by  widely  pubhcized  allegations  against  22  individuals.  In  all 
the  attention  paid  to  these  22  individu^,  little  or  no  attention  has 
been  given  to  the  vast  balance  of  our  membership  which  has  con- 
tinued to  carry  out  the  vital  business  which  is  done  each  day  and 
night  on  our  exchange. 


A  prime  example  of  our  members'  continued  i)erformance  oc- 
curred Sunday  evening.  The  Board  of  Trade's  evening  hours 
market,  inaugurated  2  years  ago  to  cover  early  morning  trading 
hours  in  Japan,  was  the  first  worldwide  market  to  open  following 
last  Friday's  190  point  stock  market  drop.  In  an  atmosphere  of 
great  international  uncertainty,  the  700  to  800  members  standing 
m  our  trading  pits  Sunday  evening  handled  a  record  volume  of 
over  285,000  contracts,  representing  an  underlying  vfdue  of  $28  bil- 
lion in  U.S.  Treasury  debt,  in  a  one-tick  market.  Worldwide  inves- 
tors -were  able  to  seek  the  security  (rf  the  U.S.  Treasury  market 


It  of  SBsator  Harkin  can  be  found  on  pp.  2-3. 
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Sunday  night — quickly  and  efficiently — providing  reassurance  to 
investors  aU  over  the  world  and  setting  a  tone  of  calm  and  orderli- 
ness which  I  believe  influenced  the  operation  of  markets  through- 
out the  world  yesterday. 

OUR  UAKKETS  ARE  A  NATIONAL  A88OT 

Our  markets  are  a  national  asset.  Any  primary  dealer  participat- 
ing in  U.S.  Treasury  auctions  before  1977  will  state  that  the  bid/ 
ask  spread  for  Cfish  Treasury  bonds  before  our  Treasury  bond  fu- 
tures market  started  was  $300.  In  1989  when  our  bond  volume 
soared  to  nearly  300,000  contracts  per  day,  that  spread  is  $30. 

WHAT  DOBS  THIS  BIBAN? 

Our  markets  allow  the  U.S.  Government  to  market  its  debt  more 
efficiently  to  primary  dealers  and  more  economically  than  ever. 
This  service  provides  a  m^jor  savings  to  U.S.  taxpayers. 

WORLDWIDE  DEMAND  FOR  OUR  SERVICES  HAS  AI^O  GIVEN  RISE  TO  UN- 
PRECEDENTED AND  DETERMINED  COHPETITION  FROM  FOREIGN 
SOURCES 

Worldwide  demand  for  our  services  has  also  given  rise  to  unprec- 
edented and  determined  competition  from  foreign  sources.  On  De- 
cember 1  of  this  year,  the  Tokyo  Stock  Exchange  will  steut  trading 
a  carbon-copy  of  our  U.S.  Treasury  bond  futures  contract.  Japanese 
investors  itlready  own  30  percent  of  the  U.S.  debt  and,  now,  Japa- 
nese institutions  will  have  their  own  U.S.  Treasury  bond  contract 
which  they  can  trade  by  their  own  rules  to  accompany  this  huge 
ownership  in  America.  In  effect,  the  Japanese  will  not  only  own 
our  debt,  but  U.S.  bond  prices,  and  the  interest  rate  that  we  pay, 
m^  be  determined  in  Tokyo. 

Please  understand  me:  I  do  not  mention  foreign  competition  to 
suggest  that  we  sacrifice  U.S.  market  integrity  in  the  interest  of  in-  . 
creased  volume  or  lower  costs.  I  mention  it  because,  one,  we  de- 
ceive ourselves  if  we  think  we  cannot  lose  this  industry — over- 
night— to  aggressive  foreign  competition;  and,  second,  the  irony 
would  be  that  we  would  lose  ground  to  markets  that  provide  sub- 
stantially less  in  the  way  of  customer  protection  and  market  int^- 
rity  than  we  in  the  United  States  provide. 

WE  RELY  ON  THE  COMMITTEE'S  SKILL  AND  MODERATION  TO  DRAFT  LEG- 
ISLATION THAT  PRESERVES  OUR  MARKETS'  EFFICIENCY  WHILE  REIN- 
FORCING THEIR  INTBQRITY 

Like  Senator  Leahy  said,  and  we  corroborate,  we  want  a  "work- 
able system  that  is  honest,  efficient,  effective  and  fair."  We  rely  on 
the  committee's  skill  and  moderation  to  draft  l^islation  that  pre- 
serves our  markets'  efficiency  while  reinforcing  their  int^rity. 


No  one  takes  the  chaises  that  have  been  leveled  in  the  recent 
grand  jury  indictments  as  seriously  as  do  we,  the  leadership  and 
mranbers  of  the  Chicago  BoEird  of  "rrade.  But  the  worst  outcome  of 
this  reauthorization  process  would  be  to  use  the  indictments  as  a 
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us.  Departmnil  of  Justice 


Norihern  Dhlricl  of  lllim 


February  2.  1989 


Ms.  Wendy  L.  Gramm  ^ 

Chaiipeison  t!' 

Commodity  Futures  Trading  Commission  ; 
2033  K  Street.  N.W. 

WasMngton,  D.C.      20581  L- 

Deai  Ms.  Giamm: 

On  behalf  of  the  Pedeial  Bureau  of  Investigation  and  my  office,  I  want 
to  take  tids  oppoitonlty  to  again  thank  you  foi  youi  support  of  the  Grand  Jury 
Investigation  at  illegal  floor  trading  practices. 

As  you  know,  prior  to  undertakinB  tbe  iavestigation.  ne  sought  tbe 
assistance  and  expertise  of  your  agency.  Wttbout  the  assistance  and  counsel 
of  your  agency,  this  investlgBtion  nonld  not  have  been  possible.  The  men  and 
women  of  your  agoncy  are  to  be  commended  tor  tbeir  Invaluable  and  continuing 
assistance  In  this  inxestigatlon. 


Sincerely 
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Twelfth  Annual  CommoditieB  Law  Instit 
IIT/Chicago-Kent  College  of  Law 
October  12,  19B9 


Econocnists  are  often  called  upon  to  make  predictions.   As 

wrong.   There  is,  however,  one  historical  truism  that  «e  can 
confidently  rely  upon  in  forecasting — crises  and  scandals  breed 
government  regulation. 

Keep  this  thought  in  mind  as  you  consider  some  events  of  the 
past  year.   Ficst,  there  was  the  undercover  investigation  of 
trading  on  the  floors  of  the  Chicago  exchanges.   Then  there  was 
the  emergency  declared  by  the  CBT  in  the  July  soybean  futures 
contract.   All  of  this  within  the  context  of  an  ongoing 
reauthorization  process.   The  reguldtory  response  to  these  events 
is  important  to  the  industry.   In  the  upcoming  year,  the  future 
of  the  futures  industry  will  be  written,  for  better  or  for  worse, 
in  Washington,  not  in  Chicago  or  Hew  York.   Hopefully,  it  will  be 
for  the  better. 


!  soybean  emergency  occurred  during  any  other  time, 
1  would  have  been  great  enough.   But  coinciding  wit 
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reauthorization  process,  the  level  of  scrutiny  firom  Congress  and 
critics  has  reached  unprecedented  levels.   Congress  has  held 
nuperous  hearings  this  year  reviewing  the  performance  o£  the 
industry  and  the  CFTC,  while  the  General  Accounting  Office  has 
conducted  nine  different  reviews.   This  time  the  challenge  facing 
the  industry  is  greater  than  it  ever  has  been — greater  even  than 
it  was  after  the  market  crash — for  now  the  very  legitimacy  and 
integrity  of  the  markets  are  being  challenged. 

At  the  Commission,  we  welcome  Congressional  oversight  of  our 
performance,  and  in  recent  years  we  have  had  the  benefit  of 
extensive  scrutiny.   Such  oversight  is  often  a  positive  force. 
Weaknesses  in  the  regulatory  system  can  be  revealed,  and  reforms 
provided  to  address  those  weaknesses.   As  the.>events  of  this  year 
demonstrate,  some  regulatory  and  statutory  changes  are  needed  and 
reform  measures  will  be  adopted.   The  Commission  will  work  with 
Congress  to  assure  that  these  reform  measures  are  well  targeted, 
addressing  real  issues  facing  the  industry. 

CONGRESS TOHai,  ACTIONS 

Many  on  Capitol  Hill  are  calling  for  more  direct  regulation 
by  Congress  and  the  Commission.    Both  houses  of  Congress  appear 
to  be  in  favor  of  imposing  important  new  restrictions  on  the 
exchanges  and  on  certain  trading  practices  as  well  as  expanding 
CFTC  authority  and  oversight.   Let  me  highlight  some  of  the 
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regulatory  changes  that  have  either  been  adopted  in  the  House  or 
are  currently  being  considered  in  the  Senate. 

The  U.S.  House  of  Representatives  has  unanimously  approved 
H.R,  2869,  a  strong  bill  designed  to  maintain  the  integrity  of 
futures  market  and  protect  the  public  interest.   The  Comniission 
supports  the  general  goals  of  this  bill  and  most  of  the  specific 
provisions.   This  bill  includes  (1)  a  prohibition  on  dual  trading 
subject  to  some  limited  exceptions;  (2)  a  requirement  that  the 
Commission  continue  to  cooperate  with  other  Federal  law  enforce- 
ment agencies  in  conducting  undercover  investigations;  and  (3)  a 
requirement  setting  certain  standards  for  and  monitoring  im- 
provements to  the  audit  trail.   There  are  some  elements  proposed 

necessity  and  practicability.   These  questionable  provision^ 
include  (1)  the  requirement  that  the  Commission  monitor  and 
approve  changes  in  margin  levels  on  stock  index  futures,  and  (3) 
the  requirements  that  the  execution  time  of  each  trade  be  stated 

This  past  week  the  Coroinittee  on  Agriculture  of  the  U.S. 
Senate  proposed  the  Futures  Trading  Practices  Act  of  1989.   The 
Commission  also  supports  the  general  goals  of  this  legislation. 
The  bill  includes  major  provisions  that  (1)  require  each  futures 
exchange,  within  three  years,  to  iciplenent  new  audit  trail 
systems  capable  of  capturing  transaction  times  In  a  precise, 
independent  and  complete  manner;  [2;    require  the  Commission  to 
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exchange  to  determine  its  capacity  and  effectiveness  in  detecting 
and  deterring  violations  and  issue  an  interim  order  specifying  a 
timetable  for  corrective  actions  if  these  syetems  fail  to  meet 
the  standards  laid  out  in  the  bill;  and  (3)  ban  dual  trading 
unless  the  Commission  finds  that  an  exchange  trade  monitoring 
system  fully  satisfies  the  audit  trail  standards  set  in  the  bill. 

The  Commission  is  committed  to  working  with  the  Senate  to 
make  this  bill  as  effective  and  workable  as  possible.   We  will 
work  in  the  same  fashion  with  both  the  House  and  the  Senate  as 
they  go  into  conference  to  produce  a  final  bill.   The  Coiiunission 
wants  to  see  a  tough  and  effective  reform  bill  passed  this  year. 

Although  many  of  you  did  not  know  roe  before  I  came  to  the 
Commission  18  months  ago,  I  think  many  of  you  have  became 
familiar  with  my  views  --  that  these  futures  markets  have  been  at 
the  cutting  edge  in  financial  market  innovation  in  this  country 
and  around  the  world  —  developing  new  products  to  meet  the 
hedging  needs  of  commercial  enterprise  and  innovations  in  trading 
technology. 

You  have  heard  me  argue  about  the  benefits  of  self-regula- 
tion, for  example,  in  margin  setting  and  in  trade  clearing  and, 
settlement.  You  have  heard  me  extol  the  virtues  of  innovation 
motivated  by  carket  forces  and  vigorous  competition.   When  asked 
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and  competition  would  detGrmine  if  open  outcry  in  the  pit 
coexist  uith  a  screen  trading  system  or  be  replaced  by  or 


However,  it  is  increasingly  clear  that  competitive  market 
forces  «ill  not  he  the  only  or  even  the  most  important  determi- 
nant of  outcomes — and  that  self-regulation  as  it  exists  will  be 
forever  changed.   Exactly  how  much  of  the  self-cegulatory 
structure  uill  be  allowed  to  exist  depends  on  industry,  exchange, 

seriously  «e  take  the  call  for  reforms.   The  Coiamission  for  its 

COMMISSION  ACTIOHS 

Let  me  preface  my  discussion  of  the  Commission's  response  by 
noting  that  the  Commission  has  long  held  that  effective  law 
enforcement  requires  cooperative  actions  with  other  agencies, 
including  criminal  prosecutions  at  the  federal,  state  and  even 
local  level.   The  crimionl  investigation  in  Chicago  is  an  example 
of  an  innovative  enforcement  effort  based  on  cooperation  between 
the  CFTC,  the  Department  of  Justice,  and  the  FBI.   Cooperation 
with  other  law  enforcement  agencies  and  the  FBI  will  continue  and 
is  continuing.    If  I've  said  it  once  I've  said  it  lOO  times: 
the  Commission  will  use  all  available  tools  to  root  out  fraud  and 

the  law  prevail. 
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In  August,  «e  proposed  new  rules  to  better  deter  the  types 
o£  abuse  that  were  alleged  in  the  indictments  and  in  the  Conunis- 

Chicago.  These  rules  are  targeted  at  specific  problem  areas  and 
are  measured  and  appropriate  responses  Co  the  abuses  revealed  by 
the  investigation.  The  proposed  rules  are  intended  to  improve 
the  accuracy  and  reliability  of  audit  trail  data  and  inhibit  the 
ability  of  traders  to  alter  records.  They  also  will  help  control 
abuses  related  to  out  trades  and  kerb  trading  and  increase  the 
monitoring  of  opening  and  closing  markets. 

The  most  important  of  these  proposed  rules  concerns  the 
effort  to  improve  the  reliability  of  audit  trail  data  and  to 
inhibit  falsification  of  records.   Both  Congress,  the  Commission 
and  GAO  agree  that  the  audit  trail  can  be  improved.   We  differ  on 
exactly  how  and  what  to  do.   The  Conmissions'  proposed  amendments 
would  tighten  requirements  on  the  use  and  collection  of  trading 
cards  to  prevent  traders  from  manipulating  their  trading  records. 
In  addition,  trading  cards  would  be  collected  more  frequently  in 
the  pits,  ultimately  every  IS  minutes.   The  Commission  also  (1) 
established  a  pilot  program  to  increase  its  floor  surveillance 
presence  and  (2)  proposed  a  rule  to  prohibit  persons  with 
significant  disciplinary  histories  from  seeking  election  or  . 
serving  on  exchange  or  HFA  boards  or  committees. 

The  Commission  is  concluding  its  study  on  dual  trading.   The 
study  takes  a  careful  look  at  the  extent  of  dual  trading  and 
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tests  some  hypotheses  concerning  the  benefits  of  dual  trading- 
The  Commission  will  be  releasing  the  study  shortly. 

Ue  also  are  completing  a  study  on  broker  associations.   We 
believe  it  is  important  to  identify  members  o£  various  broker 
BESociations  and  use  this  information  in  surveillance  and 
compliance  programs.   Our  rulemaking  concerning  broker  associ- 
ations should  be  completed  later  this  fall. 

While  many  of  these  proposals  are  far  reaching  —  there  i 
important  points  for  you  to  remember.  Trading  abuses  did  occui 
in  these  markets.  Reforms  nust  be  made.  You  should  not  think 
that  these  reforms  will  be  costless  —  but  they  are  essential  ; 
we  are  to  maintain  the  integrity  of  these  markets. 


The  Commission's  response  to  t 
We  have  proposed  refonns  to  better  deter  and  detect  abuse.  Make 
no  mistake  such  reforms  «ill  impose  costs.  My  question- to  you  is 
—  what's  your  response?  Business  as  usual?  We  survived  the 
aftermath  of  the  crash  and  this  too  will  pass?  I  don't  think  so. 
The  industry  needs  to  show  those  writing  the  reform  agenda  in 
Washington  that  they  are  prepared  to  act,  and  act  decisively,  to 
ensure  market  integrity.  Only  in  this  way  can  public  confidence 
in  these  markets  be  i 
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Senator  Harkin.  I  have  an  opening  statement.  I  wasn't  here  at 
the  begcinninK  of  the  hearing.  I  will  submit  it  for  the  record.'* 

What  I  will  do  now  is  call  the  next  panel  up  for  opening  state- 
mentfi,  and  then  we  will  recess  until  2:30.  Karsten  MalUmann, 
chairman  of  the  board,  Chicago  Boetrd  of  Trade;  Leo  Melamed,  spe- 
cial counsel  and  chairmem  of  the  executive  committee  of  the  Chica- 
go Mercantile  Exduu^;  Z.  Lou  Guttman,  chairman  of  the  board  of 
directore.  New  York  Mercantile  Exchange;  Robert  E.  Fink,  chtur- 
man,  Commodity  Exchange,  Inc. 

If  those  four  could  please  come  up  to  the  witness  table.  Again,  in 
consultation  with  Senator  LugEir,  we  ask,  if  you  could,  that  you 
each  give  your  opening  statement  in  around  5  minutes,  then  we'll 
all  break  for  lunch  and  come  back  at  2:30.  We  will  pick  up  the 
questioning  at  2:30. 

We  will  start  in  the  order  in  which  I  read  the  names.  The  first 
will  be  Karsten  Mahlmsmn,  chairman  of  the  board,  Chicago  Board 
of  Trade. 

I  want  to  welcome  all  of  you  here  today  and  theuik  you  for  your 
patience.  As  you  can  tell,  this  matter  has  generated  a  lot  of  inter- 
est. I  have  a  feeling  it's  going  to  be  a  long  day  today  for  all  of  us. 

Mr.  Mahlmann,  welcome  and  please  proceed,  if  you  can,  for  5 
minutes.  If  you  feel  that  you  want  to  add  some  things,  perhaps 
when  we  come  ba(^  at  2:30,  we  could  do  it  at  that  time. 

STATEMENT  OF  KABSTEN  MAHLMANN,  CHAIRMAN,  CHICAGO 
BOARD OFIRADE,  CHICAGO,  IL 

Mr.  Mahlmann.  Senator,  I  will  be  within  a  minute  of  the  5- 
minute  time.  Thank  you  very  much. 

INTRODUCTION 

Mr.  Chairman  and  members  of  the  committee,  my  name  is  Kar- 
sten Mahlmann.  I  am  chcurraan  of  the  Chicago  Board  of  Trade.  Ilie 
Boetrd  of  Trade  has  over  3,600  members  who  have  been  rocked  this 
year  by  widely  publicized  allegations  against  22  individuals.  In  all 
the  attention  paid  to  these  22  individuals,  little  or  no  attention  has 
been  given  to  the  vast  balance  of  our  member^p  which  has  con- 
tinued to  carry  out  the  vital  business  which  is  done  each  day  and 
night  on  our  exchange. 


A  prime  example  of  our  members'  continued  performance  oc- 
curred Sunday  evening.  The  Board  of  Trade's  evening  hours 
market,  inat^urated  2  years  ago  to  cover  early  morning  trading 
hours  in  Japan,  was  the  first  worldwide  market  to  open  following 
lEist  Friday  s  190  point  stock  market  drop.  In  an  atmosphere  of 
great  international  uncertainty,  the  700  to  800  members  standing 
in  our  trading  pits  Sunday  evening  handled  a  record  volume  of 
over  285,000  contracts,  representing  an  underlying  value  of  $28  bil- 
lion in  U.S.  Treasury  deM,  in  a  one-tick  market.  Worldwide  inves- 
e  able  to  seek  the  security  of  the  U.S.  Treasury  market 
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Sunday  ni^t — quickly  and  efficiently— providing  reassurance  to 
investoTB  aU  over  the  world  and  setting  a  tone  of  calm  and  orderli- 
ness which  I  believe  influenced  the  operation  of  markets  through- 
out the  world  yesterday. 

OUR  UASKETS  ARE  A  NATIONAL  ASSET 

Our  markets  are  a  national  asset.  Any  primary  dealer  particii»t^ 
ine  in  U.S.  Treasury  auctions  before  1977  will  state  that  the  bid/ 
a£  spread  for  cash  Treasury  bonds  before  our  Treasury  bond  fu- 
tures market  started  was  $300.  In  1989  when  our  bond  volume 
soared  to  nearly  300,000  contracts  per  day,  that  spread  is  $30. 

WHAT  DOES  THIS  MEAN? 

Our  markets  allow  the  U.S.  Grovemment  to  market  its  debt  more 
efficiently  to  primary  dealers  and  more  economically  than  ever. 
1^  service  provides  a  major  savings  to  U.S.  taxpayers. 

WORU>WIDE  DEMAND  FOR  OUR  SERVICES  HAS  ALSO  GIVEN  RISE  TO  UN- 
PRECEDENTED     AND     DETERMINED      COMPETITIOM      FROM      FOREIGN 

SOURCES 

Worldwide  demand  for  our  services  has  also  given  rise  to  unprec- 
edented and  determined  competition  from  foreign  sources.  On  De- 
cember 1  of  this  year,  the  Tokyo  Stock  Exchai^e  will  start  trading 
a  carbon-copy  of  our  U.S.  Treasury  bond  futures  contract.  Japanese 
investors  au^ady  own  30  percent  of  the  U.S.  debt  and,  now,  Japa- 
nese institutions  will  have  their  own  U.S.  Treasury  bond  contract 
which  tiiey  can  trade  by  their  own  rules  to  accompany  this  huge 
ownership  in  America.  In  effect,  the  Japanese  will  not  only  own 
our  debt,  but  U.S.  bond  prices,  and  the  interest  rate  that  we  pay, 
may  be  determined  in  Tokyo. 

Please  understand  me:  I  do  not  mention  foreign  competition  to 
Bu^;est  that  we  sacrifice  U.S.  market  integrity  in  the  interest  of  in-  . 
creased  volume  or  lower  costs.  I  mention  it  because,  one,  we  de- 
ceive ourselves  if  we  think  we  cannot  lose  this  indiuitry — over- 
night— to  aggressive  foreign  competition;  and,  second,  the  irony 
would  be  that  we  would  lose  ground  to  meu-kets  that  provide  sub- 
stantifilly  less  in  the  way  of  customer  protection  and  market  integ- 
rity than  we  in  the  United  States  provide. 

WE  RELT  ON  THE  COMMITTEE'S  SKILL  AND  MODERATION  TO  DBAPT  LEG- 
ISLATION THAT  PRESERVES  OUR  MARKETS'  EFFICIENCY  WHILE  REIN- 
FORCING THEIR  INTBGum 

Like  Senator  Leahy  said,  and  we  corroborate,  we  want  a  "work- 
able system  that  is  honest,  efficient,  effective  and  fair."  We  rely  on 
tjie  committee's  skill  and  moderation  to  draft  I^islation  that  pre- 
serves our  markets'  efficiency  while  reinforcing  their  int^rity. 


No  one  takes  the  charges  that  have  been  leveled  in  the  recent 
grand  jury  indictments  as  seriously  as  do  we,  the  leadership  and 
members  of  the  Chicago  Board  of  Trade.  But  the  worst  outcome  of 
this  reauthorization  process  would  be  to  use  the  indictments  as  a 
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foundation  for  impoBing  audit  trfiil  standards  utterly  incompatible 
with  a  liquid  market  or  raising  costs  of  access  to  our  customers  by 
imposing  new  and  unwarranted  taxes  on  our  markets. 

PBOBLEBfS  WITH  S.  1729 

I  fear  the  bill,  as  introduced,  does  both  these  things.  First  it  re- 
quires trade  tiniing  by  a  source  independent  of  the  person  making 
the  trade.  I  will  flatty  state  that  our  markets  could  not  have  per- 
formed as  they  did  Sunday  night  if  such  a  standard  had  been  in 
place. 

Second,  the  service  fee  provision  also  is  problematic.  At  a  time 
when  the  futures  indus^is  shouldering  the  substantial  cost  of 
market  reforms,  a  new  CrTC  fee  that  could  be  used  to  fund  the 
agency's  entire  budget  could  constitute  a  crushing  burden  and  a 
competitive  handicap. 

IMPROVING  OUE  MARKET  SURVZILIANCE  PROGRAM 

In  the  past  years,  we  have  devoted  a  substantial  percentage  of 
Board  of  Trade  stafT  and  resources  to  improving  our  market  sur- 
veillance pn^am. 

Since  January  of  1989,  our  surveillance  budget  has  been  in- 
creased by  $1.1  miUion  to  fund  a  major  expansion  of  computerized 
audit  pn^rams  to  100  percent,  as  opposed  to  10  percent  previously, 
of  all  trades.  We  have  increased  our  surveillance  staif  by  30  per- 
cent. We  have  adjusted  and  submitted  for  CFTC  rule  approval 
measures  that  would  tighten  trading  card  submission  schedules 
and  eliminate  practices  or  procedures  that  lead  to  even  the  sugges- 
tion of  abuse. 

We  Eire  now  testing  a  computerized  order  entry  system  that 
times  the  entry  of  every  customer  order  to  the  nearest  second.  We 
are  also  making  steady  pn^ress  on  a  broker  work  stetion  that  will 
further  pinpoint  the  time  of  all  order  executions.  Work  on  both 
prqjects  is  now  at  advanced  stages. 

As  a  major  part  of  our  enhancement  of  open  outcry  trading,  we 
have  joined  with  our  m^or  competitor,  the  Chicago  Mercantile  Ex- 
change, to  develop  jointly  at  a  cost  of  $5  miUion,  with  si^iificant 
additional  implementetion  costs,  a  tamperproof,  hand-held  termi- 
nal which  will  electronically  record  each  trade  in  an  unimpeetch- 
able  audit  trail.  Through  our  combined  efforts,  resources  and  deter- 
mination, we  and  the  Chicago  Mercantile  Exchai^e  beUeve  such  a 
measure  can  be  implemented  in  less  than  3  years,  thereby  striving 
to  meet  the  stand^ds  set  by  this  committee — a  feat  that  technolo- 
gy could  not  have  foreseen  for  highly  liquid  markets  even  2  years 
ago. 

vaim  pomrB  for  the  committee  coNsmERATiON 

Membeis  of  the  committee,  if  I  could  leave  you  with  four  points, 
they  would  be: 

F^t,  we  are  currently  better,  more  comprehensively  r^ulated 
than  any  markets  in  the  world. 

i  cond,  steps  can  be  and  are  being  taken  substantially  to  en- 
the  level  of  market  int^rity  without  impairing  market 
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Third,  we  can  loee  this  vital  business  which  American  enterprise 
and  know-how  have  singlehandedly  fostered. 

Fourth,  we  want  to  work  with  you  to  continue  to  have  the  most 
honest,  efficient  and  liquid  markets  in  the  world. 

We  ask  only  that  the  Congress  employ  a  sense  of  balance  in 
drafting  its  reauthorization  measures  and  recogaize  that  markets 
are  delicate  mechanisms,  not  to  be  regained  once  lost.  Congress  has 
the  power  to  weaken  our  markets,  but  it  has  the  opportunity— and 
we  hope  the  wisdom — to  preserve  our  markets'  national  value  and 
to  make  them  even  stronger. 

Thank  you. 

[The  prepared  statement  and  attachments  of  Mr:  Mahlmann 
follow:] 
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TESTnONY  OF  KARSTEN  MAHLPUNN 
BEFOtE  THE  SQIATE  AOUCUL'TTIRB  COMaTTEB 

ocnsER  17,  1989 


Hr.  Chalman,  Kembera  of  the  Committee: 

My  name  Is  Karsten  Mahlmann  and  I  am  the  elected  chalman  of 
the  world's  oldest  and  largest  futures  exchange,  the  Chicago  Board 
of  Trade.  The  Board  of  Trade  has  over  3.600  members  who  have  been 
rocked  this  year  by  widely-publicized  allegations  that,  to  date. 
Involve  22  Individuals.  Our  members  have  had  to  carry  on  their 
business  In  the  face  of  disturbing  headlines  and  demoralizing 
publicity  while  the  leadership  of  the  Exchange  has  taken  numerous 
positive  steps,  with  their  full  endorsement,  to  respond  to  the 
Issues  raised  by  the  investigation  and  accompanying  Indictnents. 
In  all  the  attention  paid  to  these  22  individuals,  little  or  no 
attention  has  been  given  to  the  vast  balance  of  our  Deobershlp 
which  has  continued  to  carry  out  the  vital  business  which  Is  done 
each  day  and  nlg^t  on  our  exchange. 

A  prime  example  of  our  members '  continued  performance 
occurred  Sunday  evening.  The  Board  of  Trade's  evening  hours 
market,  inaugurated  two  years  ago  to  cover  early  morning  trading 
hours  In  Japan,  was  the  first  world-wide  market  to  open  following 
last  Friday's  190  point  stock  market  drop.  In  an  atmosphere  of 
great  international  uncertainty,  the  700-Soa  members  standing  in 
our  trading  pits  Sunday  evening  handled  over  285.1')8  contracts, 
representing  an  underlying  value  of  $28  billion  In  U.S.  Treasury 
debt.  In  a  one- tick  market.  That  is  an  unprecedented  contract 
volume  for  our  evening  session.  Typically,  we  trade  ^proximately 
15,000  contracts  per  nl^t.  Our  greatest  previous  evening  session 
volume  was  101, I'll  contracts  traded  the  night  of  October  19,  1987, 
the  date  of  the  '8?  Stock  Market  Crash.  World-wide  Investors  were 
able  to  seek  the  security  of  the  U.S.  Treasury  market  Sunday 
night — quickly  and  efficiently — thanks  to  the  competence  and 
composure  of  our  members.  Doing  business  under  extraordinary 
circumstances,  they  provided  reassurance  to  investors  all  over  the 
world  and  set  a  tone  of  calm  and  orderliness  which  has  hopefully 
Influenced  the  operation  of  markets  throughout  the  world. 

Gentlemen,  our  markets  are  a  national  asset.  They  provide 
the  lubricant  for  financial  transactions  around  the  world.  Just 
ask  any  primary  dealer  who  participated  in  U.S.  Treasury  auctions 
before  1977,  what  was  the  bid/ask  spread  for  Cash  Treasury  Bonds 
before  our  Treasury  Bond  futures  market  started  trading.  He'll 
tell  you  $300.  What  about  in  1989  when  our  bond  volume  soared  to 
nearly  300,000  contracts  per  day?  He'll  tell  you  $30. 

What  does  this  mean?  Our  markets  allow  the  U.S.  government 
to  market  its  debt  ouire  efficiently  and  more  economically  than  it 
has  ever  done.   This  service  provides  a  major  savings  to  the  U.S. 
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taxpayer,  lite  growth  In  trading  voluae  and  use  of  Treasury  bond 
Futures  corresponds  with  a  growth  In  the  federal  debt  frc»  t700 
billion  in  1977  to  over  $2-3  trillion  currently.  Tlie  prlaaiy 
dealers  underwriting  the  Treasury ' s  debt  Issuances ,  mtd  the 
institutions  and  individuals  that  trade  this  debt  and  take  It  into 
their  Inventories,  need  a  cost  effective  way  to  aanage  the  risks 
they  face.  The  Treasury  bond  futures  narket  provides  the  needed 
cost-effective  risk  managsHent  vehicle. 

Depository  institutions  use  Treasury  bond  futures  to  adjust 
the  risk  exposure  of  their  asset/liability  bIx.  Portfolio 
■anagers  hedge  their  incoae-eamlng  assets  with  Treasury  bond 
futures.  The  list  of  users  and  applications  goes  on  and  on.  In 
Just  over  ten  years  the  Treasury  bond  futures  narket  at  the  CBOT 
has  cc«e  to  epitoKlze  the  value  of  financial  futures  to  the  United 
States  economy. 

Chicago  is  the  capital  of  world  futures  trading.  This  is  an 
acknowledged  fact.  Chicago  has  taught  the  world  the  value — the 
necessity — of  futures  trading.  And,  for  that  reason,  our  voluae 
has  grown  to  tremendous  levels  over  the  last  10  to  15  years.  Even 
in  this  difficult  year,  U.S.  futures  exchanges'  volume  figures  are 
at  historic  levels. 

Worldwide  demand  for  our  services  has  also  given  rise  to 
unprecedented  and  determined  competition  from  foreign  sources.  On 
Deceaber  1  of  this  year,  the  Tokyo  Stock  Exchange  will  start 
trading  a  carbon-copy  of  our  U.S.  Treasury  Bond  futures  contract. 
J^anese  investors  already  own  over  30X  of  U.S.  debt  and,  now, 
J^anese  institutitms  will  have  their  own  U.S.  Treasury  Bond 
contract  which  they  can  trade  by  their  own  rules  to  accoBpany  this 
huge  ownership  in  America.  In  effect,  the  Japanese  will  not  only 
own  our  debt,  but  U.S.  bond  prices  nay  be  deteralned  In  Japan 
instead  of  the  U.S. 

The  Japanese  are  only  the  latest  In  a  long  line  of 
coapetitors  for  Treasury  Bond  futures  business.  I  specifically 
■ention  them  because — as  the  U.S.  has  learned  froa 
experience — they  are  formidable  competitors.  Their  government 
also  has  made  no  secret  of  its  interest  In  taking  any  and  all 
measures  necessary  to  make  its  futures  maritets  succeed  and 
predominate . 

Please  understand  me:  I  do  not  mention  foreign  competition 
to  suggest  that  we  sacrifice  U.S.  market  integrity  in  the  interest 
of  increased  volume  or  lower  costs.  1  mention  it  because  1)  we 
deceive  ourselves  if  we  think  we  cannot  lose  this 
industry — overnight — to  aggressive  foreign  competition,  and  2)  the 
Irony  would  be  that  we  would  lose  ground  to  markets  that  provide 
substantially  less  In  the  way  of  customer  protection  and  market 
integrity  than  we  in  the  U.S.  provide. 

Currently,  the  level  of  futures  trading  regulation  is 
substantially  greater  In  this  coijntry  than  anywhere  else  in  the 
world.  At  the  same  time,  we  have  opened  our  markets  to  foreign 
competition.  In  198?,  the  CFTC  adopted  rules  that  would  exempt 
those  who  offer  foreign  futures  and  options  to  U.S.  customers  from 
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co^ilytng  with  U.S.  standards  and  requireaents  ir  the  CFTC  Tlnds 
they  are  subject  to  a  'conparable  regulatory"  progra"  in  their 
hoae  country.  Less  than  two  years  later,  U.K.  brokei-s  orfering 
the  products  of  a  U.K.  exchange  whose  recent  history  has  featured 
default  and  customer  losses  of  a  magnitude  unknown  in  the  U.S.  are 
seeking  relief  from  that  'comparability"  requirement.  They  are 
nountlng  a  full  court  press  to  obtain  this  additional  exeaptlon 
because  U.K.  standards  simply  don't  neet  U.S.  standards  in  certain 
key  regulatory  areas.  And,  If  we're  not  careful,  they  night 
succeed. 

These  developMents  are  nost  onlnous.  As  1  appear  before  you 
today,  1  an  well  aware  that  this  body  literally  has  the  power  to 
Irrevocably  alter  the  dynanlcs  of  our  Markets.  I  view  this  point 
at  which  we  stand  as  a  watershed — two  to  five  years  from  now  we 
can  either  look  back  upon  this  as  a  period  in  which  market 
nechanisns  and  meaningful  reforms  were  melded  carefully  to 
strengthen  U.S.  markets  or  hammered  together  In  such  a  way  as  to 
denollsh  them.   It  Is  a  critical  Juncture. 

Like  you.  Senator  Leahy,  we  want  a  "workable  systen  that  is 
efficient,  effective  and  fair."  We  rely  on  the  Comalttee's  skill 
and  ■oderatlon  to  draft  legislation  that  preserves  our  narkets' 
efficiency  while  reinforcing  their  integrity. 

No  one  takes  the  charges  that  have  been  leveled  in  the 
recent  Grand  Jury  indictments  as  seriously  as  do  we,  the 
leadership  and  nembers  of  the  Chicago  Board  of  Trade.  The  charges 
and  nedla  attention  have  struck  at  the  heart  of  the  3.600  nen  and 
women  who,  like  ne.  consider  their  membership  in  our  Exchange 
their  proudest  asset.  But  the  worst  outcome  of  this 
reauthorization  process  would  be  to  use  the  indictments  as  a 
foundation  for  imposing  audit  trail  standards  utterly  incompatible 
with  a  liquid  narket  or  raising  costs  of  access  to  our  customers 
by  imposing  new  and  unwarranted  taxes  on  our  markets. 

I  fear  the  bill,  as  Introduced,  does  both  these  things. 
First  It  requires  trade  timing  by  a  source  independent  of  the 
person  making  the  trade .  That  can  only  be  done  by  making  our 
markets  less  efficient  than  those  of  our  competitors.  The  trader 
must  play  a  role  in  timing  the  trade,  whether  it  is  writing  on  a 
card,  or  key-punching  an  electronic  device.  True  Independence  is 
an  unattainable  standard  which  serves  no  purpose.  I  will  flatly 
state  that  our  markets  could  not  have  performed  as  they  did  Sunday 
night  if  such  a  standard  had  been  In  place. 

Second,  the  service  fee  provision  also  is  problematic.  At  a 
tine  when  the  futures  Industry  is  shouldering  the  substantial  cost 
of  market  reforms,  a  new  CFTC  fee  that  could  be  used  to  fund  the 
agency's  entire  budget  could  constitute  a  crushing  burden  and 
competitive  handicap. 

We  know  the  Senate  must  consider  ways  of  reinforcing  aarket 
integrity  in  times  such  as  these.  We  are  true  allies  in  such  an 
effort.  In  the  past  years,  we  have  devoted  a  substantial 
percentage  of  Board  of  Trade  staff  and  resources  to  Improving  our 
market  surveillance  program.   And  these  efforts  have  received 
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Our  surveillance  budget  has  been  Increased  by  1.1  >illlpn 
dollars  to  fund  a  lajor  expansion  of  couputerlzed  audit  prograBs 
to  lOOX  {as  opposed  to  10?  previously)  of  all  trades.  He  have 
increased  our  surveillance  staff  by  yi% .  He  have  adjusted  and 
subaitted  for  CFTC  rule  approval  neasures  that  would  tighten 
trading  card  subnl salon  schedules  and  ellninate  practices  or 
procedures  that  lead  to  even  the  suggestion  of  abuse. 

He  are  now  testing  an  autoaated  order  entry  systea  that 
tlaes  the  entry  of  every  custoner  order  to  the  nearest  second. 
And  we  are  also  aaklng  steady  progress  on  a  broker  work  station 
that  will  further  pinpoint  the  tlae  of  all  order  executions.  Work 
on  both  projects  is  now  at  advanced  stages. 

In  regard  to  coaputerlzed  trading,  we  have  developed  the 
Aurora  systen.  Me  plan  expeditiously  to  Initiate  this  after-hours 
electronic  narket.  Don't  misunderstand  ne.  By  atteaptlng  to 
trade  futures  electronically,  ue  are  not  abandoning  open  outcry  at 
all.  Open  outciy  trading  offers  an  unequalled  trading  systen  that 
we  are  working  to  perfect.  Substituting  yet  untested  coaputerlzed 
or  electronic  trading  aethods  for  open  outcry  now  would  be  aost 
laprudent,  as  the  London  experience  after  Big  Bang  shows.  Open 
outcry  Is  the  reason  our  nat^iets  reaain  the  center  of  risk 
management  for  the  world.  It  is  what  differentiates  our  markets 
froB  foreign  aarkets.  Foreign  markets  have  never  been  able  to 
foster  successful  open  outcry  aarkets;  for  that  reason,  they  have 
turned  to  the  computer — a  ground  on  which  they  can  coapete. 
Foreign  aarkets  will  never  be  able  to  beat  us  if  we  preserve  what 
we  do  best. 

As  a  aajor  part  of  our  enhancement  of  open  outcry  trading, 
we  have  Joln«d  with  our  aaJor  U.S.  competitor,  the  Chicago 
Mercantile  Exchange,  to  develop  Jointly  at  a  cost  of  S^  million 
(with  significant  additional  Impleaentatlon  costs),  a  tamper-proof 
hand-held  terminal  which  will  electronically  record  each  trade  in 
an  unlapeachable  audit  trail,  Tlirouj^  our  combined  efforts, 
resources  and  deteminatlon,  we  and  the  CHE  believe  such  a  aeasure 
can  be  implemented  in  less  than  three  years,  thereby  aeeting  the 
standards  set  by  this  Committee — a  feat  that  technology  could  not 
have  foreseen  for  hl^ly  liquid  markets  even  two  years  ago. 

He  believe  we  have  laplemented  and  will ,  in  a  reaarkably 
brief  time  span  laplement,  sweeping,  historic  and  dramatic  changes 
in  the  surveillance  systeas  that  buttress  our  markets.  He  believe 
we  can  acciaipltsh  this  goal  without  destroying  our  aarkets' 
unrivaled  liquidity  or  driving  U.S.  custoaers  abroad  to  less 
regulated  aarketplaces.  It  will  be  a  financially  costly 
undertaking,  but  it  will  not  cost  us  this  U.S.  market  as  we  fear 
soae  of  the  proposals  currently  in  S.  1729  would  do.  It  will  tax 
us,  but,  unlike  certain  provisions  of  the  current  legislative 
proposal,  it  will  not  iapose  a  tax  that  will  drive  our  c 
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Heibers  of  the  Comal ttee.  If  I  could  leave  you  with  four 
points,  they  would  be  that  1)  we  are  currently  better,  more 
coBprehenslvely  i^egulated  than  any  nackets  In  the  world,  2)  steps 
can  be  and  are  being  taken  substantially  to  enhance  the  level  of 
■arket  Integrity  without  impairing  market  performance,  3)  we  can 
lose  this  vital  business  which  American  enterprise  and  know-how 
have  single-handedly  fostered,  and  4}  we  want  to  work  with  you  to 
continue  to  have  the  most  honest,  efficient  and  liquid  markets  In 
the  world. 

He  ask  only  that  the  Congress  employ  a  sense  of  balance  in 
drafting  its  Reauthorization  measures  and  recognize  that  markets 
are  delicate  oiechanisms,  not  to  be  regained  once  lost.  Congress 
has  the  power  to  weaken  our  markets,  but  It  has  the 
opportunity — ond  we  hope  the  wisdom--to  preserve  our  markets' 
national  value  and  to  make  them  even  stronger. 

lliank  you  very  much.  Detailed  written  testimony  which  I 
submit  for  the  record  supplements  my  statement  and  provides  our 
provision — by — provision  analysis  of  the  Committee's  draft  bill, 
Tliank  you  for  considering  it. 
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By   Senator  KENT  COMBAD 

^arBten  Kahlmann,    Chalman  of   the  Board,    Chicago 

1  clarify  my 

1.  Hhen  exactly  did  the  Chicago  Board  of  Trade  (CBOT)  ask  Ferruzi 
to  begin  selling  soybean  contract!?  was  Ferruzi  asked  to  begin 
selling  on  July  5? 


3.  Could  the  CBOT  ordered  liquidation  have  caused  the  price  to 
begin  falling?  Could  the  initial  price  fall  have  lead  to  panic 
selling  later  on  in  August? 


5.  Did  Ferruzi  take  delivery  of  6.5  million  bushels  of  May 
contract  soybeans?  Did  the  CBOT  ask  Ferruzi  to  sell  soybean 
contracts  in  May?   If  not,  why  not? 

6.  Hhen  did  the  CBOT  know  the  amount  of  deliverable  soybeans  in 
July?  Has  this  known  by  July  57  Why  was  the  emergency  order 
given  on  July  11  when  it  appears  that  the  CBOT  knew  about  the 
potential  problem  earlier? 


8.  What  kind  of  changes  in  legislation  and  CFTC  regulation  would 
be  helpful  in  preventing  repeats  of  the  July  soybean  emergency? 
Would  any  of  Che  provisions  in  the  House  or  Senate  bills  have 
helped  in  this  regard? 

Concerning  the  development  of  audit  trail  technology: 

1.  Smaller  exchanges  have  said  that  they  would  have  difficulties 
developing  and/or  implementing  electronic  systems  that  would 
improve  the  audit  trail.  The  CBOT  has  said  that  it  would  share 
any  technology  developed.  Its  that  true?  Under  what  conditions 
would  you  share  the  technology?  What  kinds  of  costs  would  you 
expect  the  smaller  exchanges  meet  in  implementing  shared 
technology? 

2.  Will  your  development  of  this  new  technology  take  into 
the  needs  of  smaller  exchanges?   Could  their  concerns  and 
be  somehow  taken  into  account  in  the  development  phase? 
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RESPONSE  OF  THE  BOARD  OF  TIUDB  OF  THE 

CITY  OF  CHICAGO  TO  THE  ADDITIONAL  QUESTIONS  SUBMITTED 

FOR  THE  RECORD  BY  SENATOR  KENT  CONRAD 

JULY  eOYBEAM  BMEHCEHCY  ACTION 

Much  discussion  -  and  alBO  unfortunstBly,  nuch  nlBlnfomiBtlon 
—  has  been  generated  by  the  July  11,  19B9  Emergency  Resolution  of 
tne  Exchange's  Board  of  Directors  regarding  the  enplratlon  of  the 
July  soybean  contract.   Ironically,  much  of  the  misunderstanding 
has  arisen  (often  Intentionally  generated  by  special  interests)  as 
a  result  of  o  contract  market  performing  the  duties  imposed  upon 
It  by  an  Act  of  Congress  In  total  coopsratlon  with  its 
governmental  agency  for  the  benefit  of  the  market's  integrity.   As 
reviews  of  the  action  have  been  completed,  several  facts  are  now 
clear: 

(1)  The  Exchange's  action  was  taken  In  order  to  prevent  the 
clear  and  present  danger  of  a  disorderly  expiration  and 
potential  defaults  in  the  July  contract; 

(2)  There  was  no  disadvantage  to 
prices  available  to  then  as  i 
the  time  of  the  Board's  action,  farmers'  soybeans  were 
being  priced  baaed  on  the  November  —  not  the 

July -contract ; 

(3)  The  CFTC  found  that  no  conflict  of  interest  of  any  sort 
was  involved  in  the  adoption  of  the  emergency 
resolution;  and 

(4)  The  principal  market  participant  —  Ferruzzi  —  has 
since  been  subject  to  at  least  two  public  class  action 
civil  lawsuits  for  market  manipulation,  one  from  long 
market  participants  and  one  from  short  market 
participants . 

To  fully  understand  the  July  11,  1989  Board  action,  however. 
It  may  be  useful  to  review  the  events  that  preceded  the  decision. 
Pages  46  -  51  of  the  Exchange's  supplemental  written  submission 
details  these  events  In  a  chronological  summary.   Additionally,  we 
are  pleased  to  submit  the  following  specific  responses. 

Question  Number  One:  Hhen  exactly  did  the  Chicago  Boord  of  Trade 
(CBOT)  ask  Ferruzl  {sic]  to  begin  selling  soybean  contracts?  Was 
Ferruzl  [sic]  asked  to  begin  selling  on  July  5? 

Response:   Immediately  after  the  May  soybean  futures  contract 
expired,  the  Business  Conduct  Comnlttee  began  contacting  all  major 
market  participants,  both  long  and  short,  to  Insure  the  orderly 
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llquldatlcxi  of  the  July  futures  contract.   Ccnmunicatlon  with  both 
long  and  ahort  participants  continued  throughout  this  period  on  a 
virtually  constant  basis  (Including  several  times  during  the 
trading  days  as  market  conditions  evolved). 

During  the  Bonth  of  June,  the  Business  Conduct  Coninittee  and  staff 
of  the  Office  of  Investigations  and  Audits  closely  nMinltared  both 
futures  ana  cash  narket  activity  and  axpressed  Increasing  concern 
over  the  develo[iing  circumstancies.  The  Exchange  also  renained  in 
communication  with  the  CFTC  throughout  this  tiae. 

Specifically,  a  Single  market  participant,  Ferruzzl,  held  a  large 
portion  of  the  July  futures  open  Interest.   This  included  a  long 
position  equivalent  to  23  million  bushels  of  soybeans  and  nearly 
all  of  the  Inventory  of  the  registered  soybean  receipts  for 
delivery  at  the  Board  of  Trade   On  numerous  occasions,  the 
Business  Conduct  Cotninittee  and  the  Office  of  Investigations  and 
Audits  held  discussions  with  Ferruzzi  regarding  Its  market 
activity. 

Multiple  Instances  were  identified  by  the  staff  of  the  Exchange 
where  cash  soybeans  were  available  in  several  locations  at  the 
equivalent  or  less  than  the  July  futures  price  "thus  signalling  a 
situation  In  which  the  long  participant  would  customarily 
liquidate  its  position.   Similarly,  during  the  month  of  June, 
major  soybean  users  began  pricing  soybeans  based  on  the  August  and 
November  contracts  --  both  an  eKtremely  unusual  situation  and  an 
additional  indication  of  concern  whether  the  July  contract  was 
effectively  performing  its  economic  function.   Throughout  this 
time  no  commercial  customers  registered  complaints  and  concerns 
regarding  the  actions  In  the  contract. 

During  the  first  week  of  July,  Perruzzl  again  appeared  before  the 

Business  Conduct  Committee  to  discuss  it:s  dominant  position  in  the 
July  futures  contract,  its  large  holding  of  registered  receipts, 
and  its  cash  market  activities   At  the  conclusion  of  that  July  5 
meeting,  the  Business  Conduct  Committee  directed  Ferruzzi  to 
reduce  its  position  substantially  or  "the  Business  Conduct 
Comalttee  would  request  that  the  Board  of  Directors  take  ( 
action  to  ensure  the  orderly  liquidation  of  the  July  soybear 
contract.   Subsequent  to  that  meeting  Ferruzzi  failed  to  reduce 
Its  positions  in  accordance  with  the  Business  Conduct  Committee's 
direction. 


In  a  July  10,  1989  response  to  the  Business  Conduct  Committee's 
July  7  request  to  substantially  reduce  its  long  July  position 
(which  request  formalized  the  instructions  given  Ferruzzi  orally 
on  July  5),  Ferruzzi  claimed  that  it  was  unable  to  discuss  the 


B  B.Google 


Committee's  decision  with  its  Group  Hansgsrs  throughout  the 
world     Nevertheless   TerruzEl  -ths1:  SMM  day  liquidatad  large 
positions  in  other  futures  contracts  )   Because  Fercuzzl  did  not 
want  Its  actions  to  be  construed  by  the  market  as  being  overly 
aggressive,  ..   artificial  ana   manipulative,"  it  refused  to  comply 
with  the  Committee  s  request  and  instead  threatened  to  'usa  any 
means  at  its  disposal  to  recover  all  dsaagas  incurrad  due  to  such 
action , " 

AS  a  result  of  Ferruzzi's  failure  to  reduce  its  holdings,  tha 

Business  Conduct  Committee  recommended  to  the  Board  of  Directors 
that  the  Board  exercise  its  emergency  authority  -to  ensure  the 
orderly  liquidation  of  the  July  soybean  contract    Furthermore,  as 
part  of  the  CFTC  s  market  surveillance  activities  in  monitoring 
the  July  liquidation  the  CommlBslon  sent  a  lettar  on  July  11  to 
Ferruzzi  informing  it  that  the  Coomlsslon  would  not  consider  any 
positions  held  as  anticipatory  hedges  to  be  bona  fide  hedges  as  of 
July  18,  1989. 

Question  NuBibei-  Three:  Could  the  CbOT  ordered  liquidation  have 
caused  the  price  to  begin  falling?  Could  the  initial  price  fall 
have  lead  to  panic  selling  later  on  In  August? 

Keeponse:   Initially,  an  analysis  of  soybean  futures  prices  shows 
that  prices  began  to  decline  well  in  advance  of  the  Board's 
orderly  liquidation  resolution.   The  CFTC's  review  and  analysis 
confirms  that  this  decline  wes  due  to  natural  market  forces,  not 
any  Exchange  action. 

The  CFTC  expressly  found  that  the  emergency  action  is  not  likely 
to  have  any  significant  or  long-term  impact  on  the  price  of 
soybeans  to  producers  or  consumers  because  most  cash  prices  were 
already  being  priced  off  the  November  futures  contract  at  the  time 
of  the  action  and  because  the  action  did  not  alter  the  fundamental 
demand  for  soybeans   Furthermore,  the  sharp  drop  in  prices  for 
new  crop  futures  after  July  14,  1989  was  in  response  to  beneficial 
rains  In  U.S.  soybean  growing  areas  and  to  favorable  supply 
developments  in  Brazil. 


No.   The  Board  took  its  action  without  any  request  from 
traders  to  protect  their  positions.   The  Board  took  Its  action  to 
Insure  the  integrity  of  the  marketplace  for  all  market  users, 
producers  and  consumers,  longs  and  shorts  alike. 

Question  Nuaber  Five:  Did  Ferruzl  take  delivery  of  6.5  million 
bushels  of  May  contract  soybeans?  Did  the  Cbot  esk  Ferruzl  to 
sell  soybean  contracts  in  Kay?   If  not.  why  not? 
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Respoaaa:   The  HBy  soybean  axptratlon  involved  a  very  congested 
narket.   The  Exchange's  Business  Conduct  Committee  was  extremely 
active  throughout  the  expiration  with  all  major  market 
participants.   In  the  May  expiration,  ell  market  participants  - 
Including  Ferruzzi  -  responded  to  the  Business  Conduct  Conunittee's 
market  directions.   That  was  clearly  not  the  case  in  the  July 
contract.   Moreover,  narket  conditions  were  dlEfsrent  in  May  as 
detailed  herein. 

Regarding  the  precise  amount  of  soybeans  vhich  Ferruzzi  took 
through  the  contract  delivery  system  in  the  May  expiration,  that 
information  Is  nonpublic.   However,  should  you  need  the  precise 
figure,  the  CFTC  can  supply  you  with  that  precise  information  in  a 


Question  Humber  Six:   When  did  the  CBOT  know  the  amount  of 
deliverable  soybeans  in  July?  Was  this  known  by  July  S?  Why  was 
the  emergency  order  given  on  July  11  when  It  appears  that  the  CBOT 
knew  about  the  potential  problem  earlier? 

Kesponse:   The  Board  of  Trade  was  well  aware  of  the  status  of 
deliverable  soybean  supplies  throughout  1986-89,  as  it  was  of  all 
relevant  market  conditions.   The  Exchange's  concern  was  reflected 
in  -the  Business  Conduct  Committee's  continuous  monitoring  of 
expiring  (xintrracts  and  the  constant  communication  with  market 
participants . 

The  reason  action  was  taken  on  July  11  rather  than  earlier  Is, 
first  and  foremast,  the  lack  of  responsive  behavior  from  Ferruzzi 
as  of  July  10,  1989.  .  Previously,  Ferruzzl  had  responded  to 
Business  Conduct  Committee  requests  and  Instructions;  in  July, 
they  did  not  for  the  first  time   This  lack  of  responsiveness 
coupled  with  changes  in  market  conditions  beginning  in  June 
presented  the  factual  predicate  for  the  Board's  July  action. 

Question  Number  Seven: 
holding  short  positions 
issued? 

Response:   The  Board's  action  was  market  neutral;  it  affected  both 
longs  and  shorts  alike.   Absent  the  Board's  action  traders 
boldlng  short  positions  would  have  had  to  do  exactly  what  they 
did   either  offset  their  position  or  deliver  soybeans  per  the 
contract  s   specifications.   (The  Board's  July  order  effected  only 
one  short  account  position  as  of  the  date  It  was  enacted. ) 

Question  Number  Eight:   What  kind  of  changes  in  legislation  and 
CPTC  regulation  would  be  helpful  in  preventing  repeats  of  the  July 
soybean  emergency?   Would  any  of  the  provisions  in  the  House  or 
Senate  bills  have  helped  in  this  regard? 

Response:   Prior  to  Its  July  action,  the  BoariS  took  emergency 
action  in  June  to  obtain  authority  co-equal  with  the  CFTC's 
regarding  speculative  limit  exemptions  for  certain  agricultural 
futures  contracts  and  also  requested  CFTC  approval  of  the  rule  on 
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a  permanent  basis;  the  CFTC  approved  this  emergency  action  as  a 
pecmanent  rule.   The  Exchange  feels  this  will  Improve  the  ability 
to  regulate  the  conduct  of  major  narlcet  partlclponta  such  as 

Ferruzzl  In  similar  situations. 

The  Euchange  does  not  feel  that  fulfilling  Its  statutory  nanaate 
to  Insure  fair,  liquid  markets  ond  orderly  liquidation  requires 
'remedial'  legislation.  To  the  extent  mlsperceptlons  of  certain 
special  InterestB  In  the  marketplace  raised  questions  concerning 
the  propriety  of  the  Exchange's  conduct  which  were  not  thoroughly 
answered  by  the  CFTC's  report  and  analysis,  the  provisions  of  the 
Senate  bill  should  more  than  adequately  address  their  concerns. 

Kudlt  Trail  Technology 

Question  Nuaber  One:   Smaller  exchanges  have  said  that  they  would 
have  difficulties  developing  and/or  Implementing  electronic 
systems  that  would  Improve  the  audit  trail.  The  CBOT  has  said 
that  it  would  share  any  technology  developed.   Is  that  true? 
Under  what  conditions  would  you  share  the  technology?  Hhat  kinds 
of  costs  would  you  expect  the  smaller  exchanges  meet  in 
implementing  shared  technology? 

Response:  Yes.  As  stated  In  testimony  during  the  hearings  before 
the  Committee,  we  have  offered  to  share  this  technology  with  other 
exchanges  and  we  have  already  discussed  this  directly  with  several 
exchanges.  The  precise  terms  and  conditions  for  such  sharing  will 
have  to  await  developments  regarding  the  research  and  creation  of 
this  technology.  At  a  minimum,  each  exchange  will  have  to  Incur 
Its  own  costs  relating  to  updated  facilities,  clearing  mechanisms, 
etc.  to  use  this  yet -to -be -developed  technology. 

Question  NuBbez  Two:   Will  your  development  of  this  new  technology 
take  into  account  the  needs  of  smaller  exchanges?  Could  their 
concerns  and  needs  be  somehow  taken  Into  account  In  the 
development  phase? 

Response:   The  development  of  this  new  technology  will  take  Into 
account  the  needs  of  the  markets  themselves  Including  market 
participants  and  market  users.   These  needs  are  common  to  all 
exchanges.   Each  exchange,  large  and  small  alike,  likely  will  have 
to  adopt  the  technology  somewhat  to  its  particular  markets  and 
memberships.   We  will  be  pleosed  to  work  with  any  exchange  which 
requests  Input  Into  the  development  phase. 
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MECIITTTg    BUMMXaa 

Tb*  Board  of  Trada  of  tha  City  of  Chicago  ("CBOT"  or  "th« 

Exchange")  is  Che  world'm  oldsvt  and  largest  futures  exchange,  not 
only  because  -cgoT  narlcatB  ar«  the  most  liquid,  cost-efficient 
narkets  in  ttie  world  but  alao  because  of  the  Exchange's 
conmiltment  to  the  highest  dagrae  of  market  integrity. 
Professional  market  user  confidence  in  both  the  Integrity  and 
efficiency  of  CBOT  markets  1«  best  denonstrated  by  the  record 
volune  which  tba  Exchange  ha>  axpariencad  each  year  for  the  last 

Tha  Exchange  does  not  now  condone,  and  never  has  condonad. 
trading  abuses  of  any  kind.   Founded  on  tha  concept  of  salt- 
regulation,  the  Exchange  has  consistently  policed  and  disciplined 
its  own  members.   I4hen  floor  trading  abuses  are  detected  and 
proven,  the  Exchange  has  always  sanctioned  violators 
appropriately,  including  the  imposition  of  suspensions,  fines  and 
expulsions.   The  Exchange's  commitment  to  preserving  the  utaost 
market  integrity  is  undiminished  today. 

The  cornerstone  of  market  integrity  is  menbershlp  integrity. 
The  Board  of  Trade  has  always  maintained  tha  highest  standards  at 
member  qualification.   As  united  states  Attorney  Anton  Valukaa 
recently  asserted,  "the  best  experts  in  the  world  concerning 
trading  practices  are  the  members  of  the  Board  of  Trade." 

Additionally,  the  Department  of  Investigations  &  Audit's 
("OIA")  use  of  the  Computerized  Trade  Reconstruction  System 
("CTR")  is  a  vital  maans  of  datacttnq  rule  violations  thereby 
insuring  market  integrity   CTR  is  universally  acknowledged  to  ba 
the  best  audit  trail  in  any  of  the  world's  financial 
marketplaces.   Similarly,  CTR-PLUS  the  Exchange's  aurveillanca 
system,  is  an  unsurpassed  system  Cor  the  detection  of  potential 
Darket  abuses.   Indeed,  the  CTR-PLUS  system  highlighted  as  a 
potential  abuse  the  trading  activity  of  an  apparent  TBI  agent 
trading  as  a  member  at  the  exchange,  presumably  pursuant  to  a 
federal  investigation.   As  U.S.  Attorney  Valukas  has  acknowledged, 
the  Board  of  Trade  has  "...  the  resources  to  identify  trading 
practices  in  vhich  fraud  has  occurred." 

Regardless  of  this  unparalleled  record  of  success,  tha 
Exchange  has  consistently  recogniied  that  the  process  of  inproving 
its  markets  and  surveiilancc  systems  is  one  of  constant 
evolution   On  an  ongoing  basis,  the  exchange  «xamines  its  market 
mechanisms  and  surveillance  techniques  to  insure  that  it  remains 
the  world  leader  in  this  regard.   This  self-examination  process 
has  intensified  recently  in  the  wake  of  the  sensationalized  press 
reports  of  FBI  and  united  States  Attorney  investigations  into 
alleged  trading  floor  abuses  at  the  Chicago  Mercantile  Exchange 
and  the  Board  of  Trade  and  the  forty  six  (46)  recently  announced 
indictments. 


V 
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Tha  Exchange  has  racognitad  that:  continuad  public  contidanc* 
in  tha  varkatplaca  raqulraa  -an  incenalve  revlaw  of  narkat 
aachaniams  aa  vail  A9  -tha  aurveillanca  and  disciplinary 
[iroc«8a«i   For  tha  paat  aavarBl  months,  special  axchanga 
conmltCass  hava  angagad  in  detailed  reviews  and  examinations  of 
tha  Exchange'a  market  structure  and  antorcaaent  machaoisms   Thoaa 
dallbarations  have  resulted  in  reports  to  tha  Board  of  Diractora. 
The  Board   in  turn,  has  approved  nunefoua  revisions  in  our  narkat 
mechanisUS  and  anforcanent  procedures.   Those  narket  anhancamants 
ara  summarizad  balow. 

On  October  5,  1989,  Senator  Patrick  Laahy  introduced  5.1729, 
the  Futures  Trading  Practices  Act  of  1989.   The  proposed 
ieglalatian  would  make  ewaaping  changaa  to  savaral  vital 
provlsiCins  of  the  Commodity  Exchange  Act  ("CEA") .   The  Exchange 
supports  the  stated  purpose  of  tha  bill  to  "design  a  workable 
system  that  is  efficient,  effective  and  fair."  However,  we  are 
greatly  concerned  that  in  critical  araa3  of  the  bill  tha  precise 
methodology  proposed  to  achieve  that  common  objective  nay,  at  a 
nininun,  render  our  domestic  futures  industry  uncompetitive  with 
ever  Increasing  foreign  markets  and  potentially  destroy  market 
liquidity.   The  proposals  regarding  requisite  audit  trail 
requirements,  service  fa«a  and  conflicts  of  interest  are 
particularly  crucial  and  require  a  modified  approach. 

Audit  Trails  and  Broker  fPualt  Trading 

permitting  floor  brokers. in  tha  futures  industry  to  trade  for 
their  own  account  while  also  executing  customer  orders  recently 
has  come  into  question.   Despite  tha  tact  that  there  have  bean  no 
Indications  that  Any  federal  investigation  or  indictments  ara 
founded  on  alleged  broker  trading  abuses,  and  despite  the  fact 
that  the  CTB-PLUS  system  is  specifically  programmed  to  detect 
(InlfiZ  oils)  any  broker  trading  ahead  of  a  customer's  order,  a  tew 
have  questioned  whether  this  practice  is  in  the  best  interest  of 
the  marketplace. 

First,  broker  trading  is  not  unique  to  futures  markets. 
Trading  for  one's  own  account  while  handling  custonar  orders  is  a 
common  practice  in  all  financial  markets;  specialists  and 
securities  firas  universally  trade  for  thair  own  account  while 
executing  customer  orders. 

Second,  Congress,  the  CFTC  and  the  futures  industry  hava 
studied  broker  trading  aany  tines  in  the  past  decades.   In  each 

instance  the  results  overwhelmingly  indicate  that  the  ability  of 
floor  brokers  to  provide  additional  liquidity  to  the  market  by 
trading  for  their  personal  accounts  is  a  valuable  and  necessary 
part  at   the  marketplace.  Preliminary  Exchange  data  Indicates  that 
broker  trading  provides  from  25-80%  of  futures  market  liquidity  at 
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tha  CBOT.  Th*  Exchange  atrongly  believes  that:  any  potential 
abuses  of  dual  trading  can  be  and  are  detected  by  current 
surveillance  systems.   Therefore,  the  Exchange  feela  that  the 
elimination  of  broker  trading  would  seriously  impair  market 
liquidity  while  aerving  no  useful  market  purpose. 


Banning  dual  trading  doesn't  really  solve  the  problem  of 
trading  abuses...   Restrictions  on  dual  trading  are  no 
substitute  for  precise,  complete  and  Independent  timing  of 
trades.   "Futures  Trading,  Leahy  to  Push  for  Tougher  Exchange 
Audit  Trail,"  Dally  Beport  for  Executives.  September  XX, 
1989,  p.A-a. 

We  agree.  The  focus  should  be  on  excellent  audit  trails. 

The  United  States  futures  markets  presently  have  the  best 
audit  trail  and  computer  surveillance  systems  in  any  marketplace, 
foreign  or  domestic.   Improvements  can  be  —  and  are  being  — 
made.   However,  mandating  unattainable  standards  will  serve  no 
one's  best  interest.   This  is  especially  true  given  that  the 
Chicago  Board  of  Trade  and  the  Chicago  Mercantile  Exchange  have 
agreed  to  combine  their  vast  technological  resources  and  dedicate 
five  (5)  alllion  dollars  to  create  a  hand-held  trading  device 
{"ADDIT")  which  will  promptly  and  precisely  capture  trade 
execution  times  thereby  enhancing  the  already  excellent  audit 
trail.   However,  though  we  are  optimistic  of  success,  there  is  no 
guarantee  that  technology  can  be  achieved  In  the  near  future  which 
will  not  impair  the  efficiency  and  effectiveness  of  United  States 

Therefore,  the  Senate  committee  should  consider  technical 
modifications  to  the  statutory  language  which  will  insure  audit 
trail  improvement  without  implicitly  dictating  standards  which  can 
only  be  met  by  a  trading  terminal  not  yet  invented  or  automated 
trading  systems.  For  despite  the  promise  of  automated  systems, 
they  cannot  natch  the  open  outcry  auction  market  system  in  use 
today  in  U.S.  futures  markets. 

The  Open  Outcry  Auction  System 

Many  of  the  current  discussions  relating  to  futures  markets 
deal  directly  av   indirectly  with  the  ■operi  outcry  auction  trading 
system  which  has  been  used  in  the  U.S.  markets  for  nVer  140 
years.   Under  the  open  outcry  system,  traders  congregate  in  a 
"pit"  to  engage  in  highly  competitive  negotiation  of  the  futures 
prices  of  soybeans,  Treasury  bonds,  stack  indices,  gold  and 
numerous  other  products.   The  resulting  competitive  auction 
provides  users  to  futures  markets  with  fast,  low-cost  transaction 
services  they  need  plus  an  open,  transparent  market  environment 
which  pemiCs  market  abuse  to  be  readily  detected. 
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Raccnt  dlscuBBions  hav*  focused  on  tha  advantagas  of 
autoaaCed  trading  albarnaClvas  Co  this  syst**,  daaplt*  tha  lack  of 
•uccasa  of  autosatad  tuturas  trading  to  data,  tha  difflcultiaa 
axparianced  by  autosatad  aquitias  sarlcat  trading  systams  and  tha 
Inability  to  aonitor  tradars  using  thesa  "upstalcs"  syatama  aa 
closely  as  the  traders  operating  publicly  in  tha  open  outcry 
aarkat.   Huch  of  the  debate  appears  to  be  based  on  conjecture, 
rather  than  on  evidence  concerning  tha  performance  of  open  outcry 
auction  or  autonatad  ayatams. 

Tha  open  auction  outcry  aystan  ia  an  integral  part  of  the 
process  by  which  our  futures  narkats  have  provided  hlqh  quality 
prices  and  transaction  earvices  over  such  a  long  period  of  time. 
The  open  outcry  ayaten  la  a  prinary  reason  for  the  succeaaful 
achievement  of  these  quality  pricaa  and  services  because  of  its 
compstitive  environment  and  particularly  because  of  the  immediacy 
of  axacutlon  provided.   The  efficiencies  of  open  outcry  have  been 
attested  to  by  staff  »ambers  of  the  Federal  Reserve; 

The  sealpars  fmarlcet  makeral  In  the  futures  plt^  appy^F 
to  perfora  their  aiddleaan  function  more  smoothly  than  tha 
dealers  in  the  Treasury  securities  markets.   The  futures 
market  is  continuous:  never  Is  there  a  moment  without  a  flrsi 
quote.   Futures  scalpers  trade  for  a  profit  of  one  "tick" 
(1/32  in  bonds,  1  basis  point  In  bills),  whereas  most  dealers 
trade  for  two  ticks.   [Emphasis  added.)   Arnold  Kling, 
"Futures  Markets  and  Transactions  Costa,"  Financial  Future ^ 
and  Options  In  tha  U.S.    Beonomv  -  A  Study  bv  the  Staff  of  the 

Thus,  the  open  outcry  auction  trading  system  is  essential  to 
the  provision  of  the  high  quality  prices  and  transaction  services 
needed  by  users.   The  dynamics  of  the  open  outcry  auction  are 
directly  responsibls  tor  the  high  Information  content  of  futures 
prices.  The  auction  process  Is  transparent  and  open  to  public 
scrutiny,  unlike  the  'i^stairs'  narksts  used  in  some  trading 
envi  r onments . 

Notwithstanding  this  unequalled  record  of  quality  prices  and 
services,  sons  have  questioned  whether  market  users  would  be 
better  served  by  computerized  trading  systems  for  futures. 
Experience  has  demonstrated  that  automated  trading  systems  have 
Called  and  other  trading  systams  have  not  met  the  quality  criteria 
nearly  as  well  as  open  outcry. 

In  the  U.S.,  computerized  futures  markets  have  never 
succeeded.   The  International  Futures  Exchange,  or  INTEX,  the 
first  fully-automated  trading  system,  began  trading  In  19S5;  the 
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contract  and  the  exchanga  caasad  Cradlnq  in  1988.   In  the  uords  of 
IHTEX'*  President,  computerized  futures  trading  tailad  bacause 
opan  outcry  is  the  nost  «fficient  way  to  run  a  market  and  the 
alastronic  aarlcatplaca  is  unable  to  equal  the  market  liquidity 
provided  by  open  outcry.   (Financial  Times.  October  23,  1987,  p. 

34). 

Internationally,  foreign  exchanges  have  also  experienced 
difficulties  in  the  introduction  of  increased  automation  In  their 
trading  systems.   In  1986,  after  London  a  "aig  Bang",  the  Stock 
Exchange  Automated  Quotation  (SEAQ)  system  was  introduced, 
effectively  moving  all  trading  off  the  floor  of  the  ISE  and  onto 
Che  SEIAQ  screen.   However,  institution  of  the  automated  system 
reportedly  has  resulted  in  the  largest  users  of  the  market 
refusing  to  use  it  and  creating  "ad  hoc  markets". 

Thus,  "automated"  trading  systems  often  are  unable  to  provide 
the  liquidity,  Immediacy  and  continuity  which  users  of  U.S. 
futures  markets  have  come  to  demand.   Moreover,  they  operate  out 
of  public  view,  not  subject  to  the  same  careful  scrutiny  which  can 
be  given  to  the  open  outcry  auction  system.   Together,  the 
difficulties  experienced  by  automated  trading  systems  to  date,  tha 
lack  of  certainty  regarding  their  capabilities  and  other  potential 
pitfalls  together  dictate  eJctremo  caution  in  future  experiments 
vith  automation. 

The -vpen  outcry  auction  system  itself  Is  one  of  the  U.S. 
futiuras  industry's  principal  weapons  against  foreign  coBpetition. 
Each  time  a  new  futures  product  is  introduced  overseas,  tha  goal 

is  the  same — to  provide  the  sane  high  quality  price  and 
transaction  services  as  the  U.S.  futures  markets,  the  world's 
standard.   This  high  quality  is  directly  related  to  the  open 
outcry  auction  trading  systen.   Altering  tbls  system  would 
severely  damage  our  competitiveness.   Instead,  the  focus  should  be 
to  improve  and  enhance  the  existing  systen,  especially  the  audit 
trail. 

EKGhamye  Surveillance  Sygtema  Market  Enhancements  (Auijtt  Trailal 

As  a  result  of  the  TecsnC  extensive  reviews  by  select 
CommittsBs,  the  Exchange  has  Instituted  numerous  enhancenents  to 
the  cm  and  CTR-PLUS  systems.  "Xbe  following  enhancements  and 
improvements  have  been  approved: 

1]  The  CTR-K,US  surveillance  program  has  been  expanded  to 
analyze  e'^rv  trade  made  on  the  Exchange,  rather  than 
statistically  -selected  samples. 
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4)  N*w  fiv«  (9)  »inut*  tiJM  brackats  hava  baan  approvad  tar 
tha  oi^ning  and  cloalng  parioda  of  trade  whan  trading 
ganarally  Is  haavlaat. 

5)  Tha'  Exchanga  haa  anhancad  trading  card  recordation 
raquira>anta  to  now  require  that  all  trade  card*  aust  be 
accounted  tor;  all  trading  carda  nust  b*  collected  and 
tiae-atanped  hourly;  and  all  tradaa  auat  b«  aubnittat)  to 
tha  Clearing  House  within  one  hour  of  collection. 

G)    CTR-PLUS  has  baan  inprovad  further  by  providing  expanded 
surveillance  tests,  an  expanded  relational  data  basa, 
and  increaaad  atoraga  capacity. 

7]  Tha  Exchange  has  required  that  all  trading-floor-tiMe 
stamp  clocks  be  synchronized  and  accurate  to  within  ten 

second  intarvala. 

B)  Additionally,  five  new  computer  progranaera  have  been 
hired  to  support  an  extensive  nember/staff  review  and 
reviaion  proceaa  of  all  aurvaillance  systema. 

Office  of  Invaatiyation  and  Audita  Enhaneaaanta 

The  Office  of  Investigations  and  Audita  ("OIA"),  the  second 
largest  department  at  the  Exchange,  has  alwaya  maintained  the 
hlqheat  level  of  profeaaionaliam  and  axcallenca.  The  high  degree 
of  professional lam  exhibited  by  OIA  haa  prompted  U.S.  Attorney 
Valukas  to  reaark  "I  have  a  great  deal  of  confidence  in  tha  staff 
of  the  Board  of  Trade."  To  further  strengthen  OIA,  the  Exchange 
has  recommended  further  enhancements.   These  include: 

9) 


special  training  programs  in  investigative  techniques 
conducted  by  professional  consultants  have  been  approved 
and  instituted  for  OIA  staff. 
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Board  of  Direetorg  Poltetea 

Tb*  Exchanga  has  raaxaminad  the  powara,  authorities  and 
structure  of  Ita  Bosrd  of  Directors.  The  Exchange  Board  is 
currently  «  diveraiflad  body  consisting  of  raprasantatives  tron 
all  aspacCs  of  the  industry  a*  well  as  public  directors.   The 
Rules  of  the  Exchange  and  the  diverse  structure  of  the  BeBberahlp 
insure  that  such  broad  representation  will  continue  to  exist.   To 
enhance  the  function  of  the  Directors,  the  Board  has  approved  the 
following  measures: 

13)  The  Board  has  approved  and  subnitted  for  menbership 
approval  a  rule  amendnent  increasing  the  fining 
authority  of  the  Board  of  Directors  by  More  than  three 
hundred  percent  (300t)  fron  seventy-five  thousand 
dollars  ($73,000)  per  violation  to  two  hundred  titty 
thousand  dollars  ($250,000)  per  violation. 

14)  The  Board  «f  Directors  has  -fonally  reaffirmed  its 
lonq-stsndinq  i^licy  of  excluding  nambars  with  a  history 
of  significant  trade  practice  sanctions  fron  being  on 
the  Board  of  Directors  and  najor  exchange  disciplinary 

coBmitCaas . 

Flftor  Praeticas 

The  Exchanga  has  reviewed  Intensively  existing  policies, 
rules,  Esgulatlons  and  practices  governing  floor  trading.  The 
Exchanqa  baliavaa  that  Its  rules  and  policies  are  highly  raflnad 
to  preserve  both  the  utmost  integrity  and  narkat  efficiency. 
Nevarthalesa,  the  following  enhancenents  have  been  made: 

15)  Although  broker  associations  (aa  they  are  comnonly 
understood)  generally  do  not  exist  at  the  Board  of 
Trade,  the  Exchange  has  adopted  a  rule  requiring  that 
any  aaaociation  of  floor  brolcers  must  register  with  the 
Exchanga  in  order  to  enhance  the  Exchange's  surveillance 
of  broker  trading  activities. 

16)  Tbe  Exchange  has  ^Eprovsd  and  subnitted  to  tha  CFTC  for 
±£s  approval  «  rule  establishing  a  modifi-ad  cloaing  call 
period  at  the  conclusion  of  trading  to  better  facilitate 
orderly  execution  of  closing  orders  and  increase  the 
efficiency  of  price  discovery  during  closing  market 
periods.  This  rule  inclades  separate  identification  of 
this  modified  closing  call  period  tor  CTR-PLUS 
survalLlance  purposes. 
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Tti*  Board  of  Trad«  also  haa  dona  axtanaiva  work  in  two  othar 
araas  which  will  anhanca  tba  audit  trail  and,  tharafore,  Exchanga 
surveillance  capability.   For  aany  months,  the  Exchanga  has  baan 
davalopinq  an  alactronic  order-antty  system  ("EOS")  which  will 
speed  public  orders  directly  to  the  pit  via  computerized  entry 
the  resulting  order  record  will  be  accurate  to  the  second  and  will 
greatly  enhance  Burvalllance  as  well  aa  batter  serve  public 

Additionally,  tba  Bxcbanga  ha*  under  review  the  development 
of  a  hand-hald  trade  entry  device  Cor  use  by  ■aabars  on  the  floor 
to  record  aloctronlcolly  ail  thair  trades  and  Instantly  transmit 
the  trades  for  clearing.   Although  the  technology  for  such  a 
device  is  not  presently  available,  tha  Board  of  Trade  and  the 
Chicago  Mercantile  Exchange  jointly  have  comaittad  significant 
professional  and  financial  [55,000,000)  rasouroas  to  the 
deVBlopinent  of  a  hand-held  trade  terminal  which  will  accurately 
record  trade  euecution  to  the  second. 

The  Board  of  Trad*  b*liev«s  these  improvements  and  others 
still  under  study  will  insure  that  its  markets  remain  the  world's 
most  efficient,  liquid  and  acononical  while  simultaneously 
preserving  the  highest  degree  of  integrity  and  professional 
participation.   This  is  a  goal  which  we  believe  that  all  of  us  — 
futures  exchanges,  the  CFTC.  Congress  and  market  participants  — 
share  equally.   Othar  exchanges  (which  have  different  markets, 
trade  other  products,  have  separate  memberships  and,  in  nany 
cases,  different  market  users]  may  have  distinct  needs  with 
respect  to  enhancements  of  their  existing  systems.   He  strongly 
urge  this  committee  to  Consider  these  differences  in  its 
consideration  of  any  legislation. 

We  believe  that  If  the  Committee  does  so,  it  will  conclude 
that  any  regulation  of  the  marketplace  is  best  accomplished  in  a 
"management  by  objective"  fashion.   For  example,  When  Congress  and 
the  CFTC  mandated  improvements  to  the  audit  trail  In  1986,  that 
mandate  provided  that  each  exchange  should  meet  a  common  goal  by 
whatever  means  is  best  suited  to  its  markets.   Thus  the  Board  of 
Trad*  and  Chicago  Mercantile  Exchange  responded  by  developing 
CTR.   So  too,  in  any  new  requirements  for  market  enhancements  and 
Improvements,  Congraas  and  the  CFTC  should  similarly  establish 
broad  objectives  which  the  ••If-ragulatory  organizations  are 
obligated  to  meet,  but  in  the  mdnflet  Which  th«y  choos*  to  best 

Th*  end  result  of  such  a  tDanagament-by-obj active  approach 
will  undoubtedly  be  the  further  improvement  of  our  axistlng 
efficient,  liquid  and  honest  futures  markets.   The  danger  of 
falling  to  achieve  this  goal  is  that  our  current,  markets  could 
easily  be  exported  to  foreign  nations  who  are  eagerly  establishing 
new  futures  markets  hoping  to  capture  what  Is  now  a  uniquely 
American  Industry. 
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Tha  Board  of  Trad*  of  Cba  City  of  Chicago  is  th*  world's 
oldaat  and  largest  futuras  exchange.  Poundad  in  1848,  tha 
Exchanga  currently  ia  designated  by  tha  Comaodity  futuraa  Trading 
Commlasion  ("CFTC")  aa  a  contract  niarXet  for  fifty  aight  (58) 
futuraa  and  futuraa  options  products  twenty  six  (26)  of  which  ara 
actively  trading;  these  include  grains,  financial  futuraa  and 
precious  matals.   Four  of  the  vorld  s  top  ten  contracts  (by  1988 
volume  are  traded  at  the  Board  of  Trade   United  States  Treasury 
Bond  Futures  Options  on  U.S.  Treasury  Bond  Futures;  Soybean 
Futures;  and  Corn  Futures.   In  19Ba,  tha  Exchange  traded  143 
million  contracts,  nearly  twice  that  of  the  next  largest  domestic 
futures  exchange  and  nora  than  the  next  four  domestic  axchangaa 
combined. 

The  Exchange  strongly  believes  that  the  prevention  of 

potential  market  abuses  begins  with  tha  integrity  of  tha 
membership  itself.   Innumerable  member,  atatf  and  outaida 
professional  investigation  hours  are  expended  on  each  application 
to  insure  that  the  utnost  member  integrity  ia  attained.   In  1488, 
eight  hundred  twenty  (620)  applications  for  membership  ware 
processed  by  the  Exchange.   Members  must  trade  (i.e.  contract 
with]  other  members  in  the  trading  pits;  the  menbers  therefore 
demand  that  admission  to  membership  be  a  determination  of 
individual  integrity  which  ensures  fair,  honest  and  equitabla 
dealing  among  mambara. 

Tha  Exchange  membership  conalsts  of  1402  Full  Kambers  and  an 
approximately  equal  number  of  Associate  naabarahip  and  memberahip 
interest  holders.  The  memberahip  Is  a  divaraa  nix  of  individual 
("local")  traders,  brokers,  and  aenber  flras  including  futures 
commission  merchants  "FCMs") ,  commercial  firms,  investment  banks 
and  other  professional  market  participants. 

All  members  ara  required  by  Rule  to  be  "...  of  good 

character  reputation,  financial  responsibility  and  credit  "  as 

determined  in  the  first  instance  by  the  Membership  Committee  and 
approved  by  Che  Board  of  Directors.   Tbose  wishing  to  be  licensed 
floor  brokers  handling  customer  orders  must  also  undergo 
additional  investigation  through  the  National  Futuraa  Aaaociation 
which  includes  an  FBI  fingerprint  check. 

Applicants  are  reguired  to  submit  extensive  background 

information  which  is  subject  to  independent,  professional 
verification.  Applicants  must  also  obtain  the  sponsorship  of  two 
existing  members   on  some  occasions,  sponsorship  may  entail  a 
financial  guarantee   The  admission  process  includes  at  least  one 
personal  interview  before  the  Membership  Committee.   J^plicants 
ars  thsn  recommended  to  the  Board  of  Directors  for  approval  or 
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dlwipproval.  Thoaa  applicanta  rscoBi 
givan  th«  opportunity  tor  a  haaring. 
appaal  that  action  to  tha  CFTC. 

Tbla  rlgoroua  maabarahlp  approval  procass  halpa  aaaura  tba 
fair  dealing  aaong  Dajgb«r>  which  foras  tha  comaratona  of 
aalt-ragulatlon.  ka   conaonlv  rscognized,  self-regulation  doaa 
include  the  ability  to  promulgata  and  anforca  one  d  <3vn  rulea  and 
cagulatlona.   indead,  In  19S8,  tha  Exchange  made  aavai\  hundred 
eltty-nine  (759   rule  and  regulation  reviaiona.   Additionally,  in 
19BB  caaaa,  the  Exchange  issued  charges  for  trade  rule  violation* 
in  aixty-nine  (69]  Inatancaa  resulting  in  a  total  of  aavantaan 
(17)  years  of  euspanaionB  and  $1,480,000  In  tinaa. 

But  aalC-ragulatlon  aeane  mora  than  rule  pronulgation  and 
antorcenent.   It  also  mesna  that  Benbars  are  not  going  to  tolarata 
being  treated  unfairly  or  dishonestly  by  their  fellow  members. 
Most  trading  floor  abuses  involve  a  trading  opportunity  withheld 
froB  tha  antlra  trading  arena   Fallow  member- traders  sra  not 
going  to  condone  a  lost  trading  opportunity    Indeed,  tha 
aajority  of  Exchange  dlaciplinary  actions  resulting  In  significant 
aanctiona  began  with  a  coaplaint  fro*  a  vaMbar  regarding  another 
member  a  conduct. 

Tbla  is  tha  esaance  of  aalf-ragulation:  maMbarahip  Integrity 
.  upon  adaiasion  coupled  with  the  vested  intereat  to  preserve' that 
Integrity  on  the  trading  floor.   It  is  by  atrict  adherence  to 
thaaa  principals  that  tha  potential  for  trading  abuses  is 
minlmiEad  even  prior  to  aurveillanca,  dataction,  enforcenent  and 
eanction.   Tbla  ia  a  principal  reason  market  users  have  auch 
confidence  in  Board  of  Trade  markets   Indeed  in  1984   public 
narket  users  nade  only  thirty  five  (35]  conplainta  to  tha  Exchange 
regarding  potential  trade  practice  abuses.   Considering  the  one 
hundred  forty  three  million  (143,000,000)  contracts  traded,  this 
is  a  renarkably  small  parcantaga  of  complainta. 

Nor  is  confidence  In  tha  integrity  of  Board  of  Trade  markets, 
oversight  and  enforcement  limited  to  profeseional  market  usare. 
It  is  also  shared  by  top  law  enforcaaant  officlala  who  have 
experienced  through  representation  of  cllenta  at  CBOT  disciplinary 
hearings  the  tboroughnasa  and  efficiency  of  Board  of  Trade  rule 

One  of  tha  things  v«  do  keep  track  of  is  what's 

taking  place  at  the  Board  of  Trade,   He  are  Interested 
in  the  proceedings  at  the  Board  of  Trade.   We're 
interested  because,  in  mv  est),matii;ii  IjaggSl  OH  my  Qw;^ 
expertiae  in  the  area,  the  beat  experta  in  the  world 
coneernino  trading  practices  are  tha  neiabers  of  the 

Board  of  Trade. I  have  a  great  deal  of  confidence  in 

Iff  of  thq  ppftird  at   Trad?,   They  are  able  to  ask 
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And  fr«qu«ntly.  In  ny  •xperl«nce,  when  tb«y  ara  holding 
their  ha&ring,  they  are  able  to  get  to  the  tough 
queetlona  quickly.   And  since  the  individual*  that  are 
subject  to  thsea  proceedings  are  subject  to  examination, 
they  ask  those  questions,  get  responses  and  those 
-  - 1  axe  on  the  record. 


He  often  in  these  cases  call  upon  the  Board  to  make 
an  evaluation  of  members  tron  the  Board,  individuals 
from  the  Board,  in  helping  us  to  find  whether  or  not 
there  is  a  fraud  involved.  That  ia  to  say  that  we  rely 
on  their  ajcpertiae.   [Emphasis  added.]   Remarks  of  Anton 
R.  Valukas,  United  states  Attorney  for  the  Northern 
District  of  Illinois,  Kent  Coraraditias  Law  institute, 
Horkahop  on  Enforcement/ Criminal  Hatters,  October  21, 
1988. 

It  is  this  combination  of  innovative,  efficient,  liquid 
markets  and  a  rei^tation  among  professional  market  users  for 
unsurpassed  integrity  which  is  largely  responsible  for  the  Board 
of  Trade's  preeninant  i^sition  in  the  world's  futurea  markata. 
However,  that  preeminence  is  fragile,   competition  for  new  markets 
among  domestic  exchanges,  alwaya  fierce,  has  intensified.   But 
mora  critically,  the  challenge  of  foreign  conpatition  for 
dominance  in  futures  trading  is  Incraaaing  daily. 

TO  TALCT  aw   THB  OPBM  OnTCRY  AUCTIOM  TRADIMg  SYSTEM 

The  open  outcry  auction  trading  systen  practiced  on  the  floor 
of  Chicago  futures  exchanges  has  bean  for  over  140  years  and  still 
is  the  most  competitive,  open,  efficient  market  trading  systen 
anywhere  in  the  world.   The  U.S.  Treasury  Bond  pit  handles  an 
intensity  of  transactions  dally  that  is  unmatched  anywhere  on  any 
face-to-f ace,  over -the -phone,  screen  or  electronic  system.   In 
spite  of  the  tremendoue  variety  of  alternative  market  systens, 
alternative  risk  managenent  products  and  worldwide  competition  on 
and  off  exchanges,  the  Chicago  open  outcry  auction  futures  markets 
are  still  the  markets  of  choice  tor  the  most  competitive 
international  agricultural  and  financial  firms  in  the  world.   They 
are  also  the  only  markets  in  the  world  where  farmer  and 
international  grain  trading  firms  or  individual  investora  and 
International  financial  corporations  can  neet  and  trade  on  an 
equal  footing  to  buy  and  sail  with  the  sane  instantly  available 
record  of  transaction  prices  continuously  and  openly  avallabls  to 
all. 
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Tb«  H«w  Iforlc  Stock  Exchang*  ia  the  tcadltlonal  economic* 
CexCbooIc  exanpla  of  perfect  competition  In  a  narkec.   Yet  the 
speclaliat  mechanisn  and  the  (act  that  the  intensity  of  trading 
for  even  the  noat  active  stocks  attracta  only  a  trading  crovd  of 
five  to  ten  traders  nakes  even  the  Nev  Vork  Stock  Exchange  narXat 
far  less  an  example  of  perfect  competition  than  the  span  outcry 
auction  future*  pit.   The  active  futuraa  pit  has  hundreds  of 
competitive  traders  each  playing  the  stock  specialist's  role  of 
trading  and  brokering  trades  simultaneously-   Entry  of  new 
competitive  traders  to  the  futures  pit  is  far  mare  open  than  entry 
to  a  specialist  post.   The  New  York  Stock  Exchange  is  atlll 
considered  the  moat  liquid,  competitive  and  open  stock  market  in 
the  world,   sy  comparison,  the  intensity  of  and  immediacy  of  trade 
demanded  and  supplied  In  active  futures  pits  dwarfs  the  trading 
deaanda  in  the  most  active  stocks.  For  •xanple,  on  an  average 
trading  day  In  1988,  U.S.  Treasviry  bond  futviras  contracts  worth 
$2B  billion  changed  hands  while  only  $1S0  million  worth  of  IBH 
stock  was  traded. 

The  Immediacy  and  intensity  of  trading  demanded  in  the 
futures  market  and  supplied  by  the  open  outcry  auction  style  of 
trading  is  best  illustrated  by  the  price  risk  hedging  demands  of  a 
primary  government  securities  dealer.   The  primary  government 
securities  dealer  [whether  U.S.  or  Japanese]  may  and  does  buy  more 
than  one  billion  dollars  worth  at  a  time  of  long  term  U.S. 
Treasury  bonds  at  a  U.S.  Treasury  auction  {which  funds  our 
national  debt) .   The  primary  dealer  buys  that  one  billion  dollars 
worth  of  bonds  to  earn  a  spread  of  one  or  two  thirty -seconds  of 
one  percent  of  the  value  of  those  bonds  over  the  several  days  or 
•v«n  weeks  that  it  may  take  to  sell  all  those  bonds  to  long  term 
investors. 

However,  in  leas  than  sixty  aeconds,  the  price  of  bonds  can 
move  five  to  ten  times  the  amount  of  the  dealer's  expected 
spread   In  a  day's  time  a  one  or  two  percent  change  in  price  ia 
not  uncommon   That  is  30  to  60  tiraes  the  spread  the  dealer  stands 
to  earn.   Hedging  a  large  quantity  of  bonds  In  10  seconds  instead 
of  one  minute  or  in  5  seconds  instead  of  10  seconds  can  make  all 
the  difference  in  the  world  to  a  dealer  and  to  his  active 
participation  in  U.S.  Treasury  debt  auctions. 

Whether  by  computer,  by  specialist  or  by  telcphon*  no  other 

trading  system  in  the  world  has  been  able  to  provide  a  comparable 
price  risk  hedging  vehicle  for  half  a  dozen  or  a  dozen  primary 
dealers  who  -all  need  Co  hedge  hundreds  of  millions  of  bonds  at  the 
same  time  right  after  a  U.S.  Treasury  auction   The  immediacy  and 
intensity  of  hedging  demanded  hy  primary  dealers  has  led  to  the 
perfecting  of  order  flashing  to  and  from  the  futures  pit  that 
permits  trades  to  be  executed  in  less  than  ten  seconds.   The 
ability  of  the  open  outcry  auction  system  with  hundreds  of 
competing  traders  to  provide  multiple  simultaneous  hedge  trading 
executions  in, less  than  ten  seconds  is  the  eaaancs  of  ths  valus  of 
this  market. 
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The  growth  in  trading  voluae  and  uaa  of  CBOT'b  Traasury  bond 

futures  corrempanda  with  a  growth  in  the  federal  debt  fro*  $700 
billion  In  1977  when  the  futures  contract  uas  launched,  to  S900 
billion  in  1980  When  the  contract  traded  26  000  contract* /day,  to 
$1.9  trillion  in  I9as  with  futures  trading  160,000/dBy,  to  over 
52.7  trillion  currently  as  the  contract  trades  over  25O,00O/day. 
Th*  primary  dealers  underwriting  the  Treasury  s  debt  issuances 
and  th*  institutions  and  individuals  that  trade  this  debt  and  taXe 
it  into  their  inventories,  need  a  cost-etfective  way  to  manage  the 
rislcs  thay  face.   The  Treasury  bond  futures  market  provides  the 
needed  cost-effective  risk  management  vehicle.   Futhemore,  its 
existence  has  fostered  liquidity  and,  consequently,  efficiencies 
in  the  underlying  cash  market.   The  S31.25  bid/ask  spread  which 
now  typifies  Treasury  bond  futures  trading  is  the  standard  in  the 
cash  market  as  well,  in  sharp  contrast  to  the  $300  bid/ask  spread 
which  generally  prevailed  in   the  Treasury  bond  cash  market  before 
the  introduction  ot  the  CBOT's  contract.   If  this  S270  savings  per 
$100,000  face  value  Treasury  bond  is  applied  to  primary  dealers 
cash  market  transactions  of  SIS  billion/day,  the  efficiency  gains 
in  th«  Treasury  bond  cash  market  are  well  over  SlO  billion/year 
due  to  the  narrower  bid/ask  spread.   This  savings  to  primary 
dealers   and  others  active  in  the  Treasury  bond  cash  market,  has 
resulted  in  more  aggressive  bidding  at  each  Treasury  auction  and 
higher  prices  for  «ach  new  debt  issuance.   Hlgbsr  prices  have 
meant  lower  costs  of  dabt  issuance  to  be  borne  by  U.S.  taxpayers. 

There  are  a  treaendoua  variety  of  BO*p«ting  alternative 
financial  trading  systems  and  price  -risk  management  products  in 
the  world  constantly  being  developed  and  tested  ranging  from 
specialist  style  exchange  traded  systems  to  over-the-counter 
trading,  clearing  and  screen  listing  systems  to  various  electronic 
automated  and  semi -automated  systens.   A  large  number  of  these 
innovations  have  been  used  to  compete  with  U  S.  Treasury  bond 
futures  just  Seoauss  U  S  Treasury  bond  futures  have  liaen  by  tar 
the  most  successful  futures  contract  in  the  world   It  is  the 
contract  against  which  the  most  competitive  challenges  have  been 
launched  by  foreign  exchanges. i/   Furthermore,  it  is  the  tuturea 
contract  most  copied  as  a  model  For  foreign  exchanges'  listing  of 
thsir  own  government  bond  futures  contracts.   Since  1982.  long 
term  government  bond  future*  contracts  have  heen  launched  by 
exchanges  In  th*  U.K.,  Japan,  Franca,  Australia,  and  five  other 
countries. 

The  degree  to  which  these  foreign  contracts  are  competitive 
with  the  U.S. -traded  contract  was  Illustrated  vividly  in  October 
19B7.  U.S.  Treasury  bond  futures  trading  was  brisk  following  the 
October  19,  1987  stock  market  break.   On  Tuesday,  October  20, 

1/   LIFPE,  Sydney  Futures  Exchange  and  Singapore  International 
Homantary  Exchange  (SIHEX)  have  all  launchad  U.S.  Traasury 
bond  futures  contracts.   The  Tokyo  Stock  Exchange  will  launch 
a  O.S.  Treasury  bond  futures  contract  on  Oecenber  1,  19B9. 
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prices  of  tha  CBOT'a  Traaaury  bond  fucuraa  contract  Incraasad  up 
to  the  upper  Halt  allowed  for  a  alngla  day;  as  required  by 
EKchange  rulaa,  trading  in  Treasury  bond  futures  was  effectively 
stopped.   As  a  rasult,  less  than  35,000  Treaaury  bond  contracts 
ware  tradad  during  daytisa  trading  at  the  CBOT  on  October  20 
coaparad  to  the  daily  average  volune  of  3SG,509  during  October, 
1987.   Instead,  aarkat  users  shifted  their  activity  overseas  to 
the  LIFPE  when  their  needs  could  not  be  net  in  the  U.S.   Volune  in 
the  LIFFE  Treaaury  bond  contract  exploded  to  over  47,000  contracts 
traded  on  October  20,  nearly  eight  tines  its  average  daily  volune 
of  G,2O0  for  the  flrat  ten  vontha  of  19B7.   The  Increase  In  volune 
at  tha  LIFFE  night  have  been  even  greater  had  narket  uaera  been 
nor«  fanillar  with  that  exchange  and  had  they  not  bad  euch  a 
atrong  prafsranca  for  the  CBOT  nargln  and  clearing  systen.   If 
D.5.  futures  varkets  cannot  provide  aarvicea  needed  by 
International  uaera,  thay  will  aeek  thaae  aarvicea  at  foreign 
exchanges . 

In  spite  of  competition  fron  every  quarter — donestic  and 
international,  on  exchange  and  off-exchange,  electronic  and 
Manual — tha  open  outcry  auction  style  trading  of  U.S.  Treasury 
bond  futuree,  with  heavy  reliance  on  fleshing,  has  continued  to 
grow  in  usage  and  attract  the  participation  of  preoler 
Institutions  around  the  world.   Open  outcry  auction  narket  trading 
of  futuree  Is  the  trading  style  of  choice  in  a  highly  coii^etltlve 
world  Barket.   Evan  the  Japanese  who  have  produced  inpraaaiva 
reaulta  with  aeni -automated  trading  systans  acknowledge  the 
superiority  of  Chicago's  open  outcry  auction  trading  systen  in 
providing  liquid  nerkets,  aa  noted  j,n(r^. 

Finally,  because  of  continuous  trading,  wide-spread  price 
diss««inatlan,  and  open  access,  the  trade  of  fanoers  and 
International  grain  trading  flras  or  individual  Investor*  and 
international  financial  firns  can  neet  on  equal  terns  in  the 
futures  pit.   Because  of  the  openess  of  nembership  acceas,  these 
sane  groups  can  literally  neet  aa  equal  nembers  of  the  exchange  In 
the  futures  pit.   Stock  exchanges  around  the  world  have  been 
reluctent  to  even  allow  foreign  firns  as  nenbers,  nuch  less 
individuals.   U.S.  futures  exchange  raenberships  are  open  to  entry 
by  any  flra  or  any  individual  in  the  world  and  because  of  tha  open 
outcry  auction  style  of  trading,  direct  participation  In  the  pit 
of  all  those  who  wish  to  becone  nenbers  la  possible.   Fron  an 
economist's  viewpoint,  this  openness  of  entry  [nede  possible  in 
open  outcry  auction  trading]  is  the  essence  of  free  conpetltlon. 
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The  beneCits  of  organizkd  futures  markets  are  well  documented 
in  the  academic  literaturei/  and  in  government  agency  reports. 2/ 
Htiile  these  benefits  are  readily  seen  by  users  and  class 
observers  the  market  machanisns  which  give  rise  to  them  are  less 
clearly  ijnderstood   Specifically,  the  value  of  the  open  outcry 
auction  trading  system  used  at  the  U.S.  futures  markets  is  not 
sufficiently  understood  or  appreciated  as  a  fundamental  source  of 
these  benefits. 

The  following  three  axcarpts  from  the  academic  literature 
lend  support  to  the  view  that  many  of  the  benefits  of  futures 
markets  would  h»   lost  under  alternative  trading  systems. 

Lao  Halamad2/  describes  the  floor  dynamics  of  the  open  outcry 
auction  system,  arguing  that  the  existence  of  a  trading  crowd  Is 
essential  to  the  efficient  information  processing  needed  for 
optimal  price  discovery: 

"It  is  contended  that  elimination  of  the  'crowd'  is 

insignificant,  and  will,  in  tact,  improve  the  system. 
If  this  view  were  taken  to  its  logical  cohciusion,  then 
a  host  of  'crowd'  functions  that  are  still  considered 
important  could  soon  be  eliminated.   Certainly  any  fora 
of  town  meeting  or  political  convention  could  be  mads 
obsolete  by  automation.   Delegates  could  easily  signal 
their  political  preferences  through  some  computerised 
mechanism.   The  votes  would  certainly  b«  tallied 
faster.   For  that  matter,  Congress  itself  could  be 
eliminated.   After  all   Congress  is  nothing  but  a 
'crowd'  of  delegates  representing  its  constituents. 
Congressmen  could  remain  in  their  respective  districts, 
where  they  are  close  to  their  constituencies,  voting  on 
Issues  by  con^utar." 


S££,  9,g,.  FUturgB-MacKsta:   Their  Eeonoilc  Role.  Anne  E. 
Peck  [Editor),  American  Enterprise  Institute,  19S5;  The 
Journal  of  Business.  Vol.  S9,  Ho.  2,  part  2,  April  1986;  m* 
Journal  of  Futures  Markgy? .  Vol.  4,  Ho.  3,  Fall  1984. 

SMS,    e.g.  .  A  Study  of  t^ie  fiff^i^ts  on  thq  EcopojnY  of  Trading 
j.n  Futures  and  Options.  Board  of  Governors  of  the  Federal 
Reserve  System,  commodity  Futures  Trading  Commission, 
Securities  and  Exchange  Commission,  December  1384;  Financial 
Futures  and  Options  in  the  U.S.  Econonv  —   ft  Study  by  the 
Staff  of  the  Federal  Reserve  System,  December  193e. 

Leo  Melamed,  "The  Mechanics  of  a  Commodity  Futures  Exchange: 
A  critique  of  Automation  of  the  Transaction  Process . ■  Hef stra 
,  Vol.  6,  1977. 
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'Savizal  hundred  paopl*  (at  aon«  •xchang**  ov«r 
1.000)  gathar  daily  in  ■  larg*  room  vhare  chay  have  easy 
Accaae  Co  each  oCher.   During  the  course  of  the  business 
session  the  roomys  inundated  with  statistics,  nows, 
and  information.   Price  movements  are  highly  visible  and 
command  attention.   Each  broker  is  expert  about  one  or 
■ore  of  the  markets  traded  at  his  exchange   Each 
participates  in  the  markets  by  either  acting  as  a 
customer  representative,  acting  as  an  order  filler,  or 
trading  for  his  own  account.   Each  la  on  the  floor  to 
buy  or  aell  «r  both  to  buy  and  sail  tha  futures 
contracts  a^en  for  trading.  Thus,  it  is  incumbant  on 
•ach  to  read,  see,  listen  to,  and  discuss  svsry 
conceivable  factor  which  affects  pric*  novsmsnt  of 
futures  contracts 

Tha  natural  rssult  of  such  a  setting  Is  aaaily 
understood.   The  exchange  floor  acts  as  a  crucible  of 

ideas,  discussions  and  arguments  about  futures  and 
prices  from  which  develop  opinions  resulting  in  bids, 
offars,  and  transactions.   Moreover,  the  opinions 
generated  on  the  floor  further  stimulate  other  opinions 
as  they  are  transmitted  through  the  comniunication 
networks  and  as  they  are  intermingled  with  ideas 
originating  off  the  floor." 

Killer  and  Gro&smanl/  describe  the  importance  of 
"Insediacy" — instantaneous  trade  axacutions — futures  norket  users 
and  cite  basic  market  mechanisms  as  the  source  for  this  innediacy: 

"Successful  futures  markets  are  th*  leading 

examples  of  markets  where  the  demand  for  immediacy  is 
high.   Futures  markets  are  successful  precisely  for 
those  commodities  and  In  those  time  periods  where  price 
volatility,  and  hence  the  risks  of  delaying  trading,  is 
high.   The  price  risks  of  volatility  are  further 
reinforced  for  potential  hedger  customers  in  those 
Markets  by  the  high  leverage  and  extreme 
under-diveraif ication  of  the  underlying  spot  inventory 
pasitians  that  constitute  their  main  line  of  business. 
Immediacy  also  becomes  of  particular  concern  where,  as 
is  frequently  the  case,  the  futures  transaction  is 
merely  one  leg  of  an  inter-contract  or  inter-market 
hedge   Little  or  no  risk  may  be  incurred  once  all  the 
components  of  the  hedge  have  been  put  in  place   but  much 
risk  is  incurred  when  only  some  of  the  legs  have  been 
set.   when  the  transactor  Is   naked.'  to  use  the 
colorful  language  of  the  trade,  the  delay  of  even  a  feu 
seconds  can  become  critical." 


Sanford  J.  Grossman  and  Herton  H.  Millar,  "Liquidity  and 
Market  Structure,"  The  Journal  of  Finance,  vol.  43,  Mo.  3, 
July  1998. 
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"Tb*  davand  for  Immediacy  in  succaaaful  Cuturas  markata 
la  not  only  urgent   but  sustained.   The  regular  seasonal 
build  up  and  build  down  of  inventories,  as  commodities  move 
through  the  production  chain,  creates  a  continual  desire  to 
trada,  not  just  to  hold  futures,   in  financial  futures 
markets,  daalars'  inventorias  of  the  underlying  securities 
build  up  and  down  in  response  to  periodic  auctions  of  U.S. 
Treasury  issues,  to  the  flotation  of  stocks  or  bands  by 
corporations,  or  to  tha  restructuring  of  portfolios  by  large 
institutional  investors-" 

"Tha  austainad  daaand  Cor  hedging  and  hanca  for  trading 

futures  quickly  is  often  accommodated  by  designating  a 
spacific  physical  market  place  or  exchanga  in  which  xuiny 
competing  market  makers  can  offer  their  services 
simultaneously.   Such  arrangements  help  spread  tha  fixed 
costs  to  market  makers  of  maintaining  a  presence,  as  does  tha 
practice  at  most  present-day  futures  exchanges  of  providing 
trading  areas  for  many  different  contracts  between  which 
Individual  aarkat  Makars  can  drift  as  trading  Interest 


Finally,  staff  of  the  Federal  Raaarva  Boardl/  also  relate  the 
provision  of  ImBadlate  transaction  services  to  tha  open  outcry 
auction  systan: 

"Hall-davalopad  futures  markets  and  cash  markets  both 
enjoy  the  services  of  middlaman,  who  allow  buyers  and  sailers 
to  effect  trades  without  delay.   There  are  several 
characteristics  of  futures  markets,  however,  that  allow 
middleman  there  to  operate  mora  efficiently  than  in  the  cash 
market . ' 

"Orders  to  buy  and  sell  a  particular  Issue  usually  do 
not  arrive  simultaneously  in  the  marketplace   The  lack  of 
synchronization  causes  a  delay  to  occur  as  orders  are 
aatched,  and  the  market  price  may  change  in  the  intervening 
tine.   In  a  purely  brokered  market,  the  customer- trader  would 
bear  the  cost  of  waiting  for  the  broker  to  match  an  order 
with  an  opposite  one  from  another  customer." 

"In  we II -developed  naricats,  customers  do^not  bear  the 
burden  of  potential  delays.   Instead,  a  nlddlaman  (or 
narketmakerj  takes  the  opposite  side  of  each  transaction, 
buying  from  sellers  and  selling  to  buyers  {who  could  be  other 
dealers) .   In  the  stock  market,  specialists  often  play  this 
niddlanan  role.   In  futures  markets,  local  scalpers  take  tha 
opposite  side  of  orders  from  outside  the  pit.   The  pure 


Arnold  Kling,  "Futures  Markets  and  Transactions  Costs," 
Financial  Futures  and  Options  in  the  U.S.  Economy  —  A  Study 
by  the  Staff  of  the  Federal  Reserve  System,  December  1986. 
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■iddlanan's  goal  ia  to   maintain  no  nat  poalcion, 
inatantanaouBly  buylnq  and  ■ailing  a«curiti«a  at  a  anall 
profit." 

"Tha  Bcalpara  in  the  futuraa  pits  appaar  to  parCom 
thair  niddlaman  function  nor*  anoothly  than  tha  daalara  in 
tha  Traaaury  aacurltiaa  narkata.  Tha  futuraa  markat  is 
continuoua:  navar  ia  thara  a  nomant  without  a  firm  quota. 
Futuraa  scalpara  trada  tor  a  profit  of  one  >tick'  (1/32  in 
bonda,  1  basis  point  in  bills),  wharaas  moat  daalara  trada 
tor  two  tides." 

In  aunaary,  the  evidence  presantad  by  the  resaarchars  citad 
above  lands  aupport  to  tha  view  that  the  open  outcry  auction 
trading  aystan  is  a  k«y  component  in  the  process  by  which  high 
quality  prices  and  transaction  services  are  providad  to  futures 
market  users.   The  dynamics  of  the  open  outcry  auction  are  seen  ai 
being  directly  responsible  for  the  high  information  content  of 
futures  prices.   In  addition,  these  pricas  are  widely  and 
immediataly  dlssaminatad  after  they  are  disoovered,  via  a 
worldwide  vendor  network.   Tha  researchers  note  Chat  the  auction 
provides  tha  high  degree  of  'immediacy'  needed  by  risk  managers. 
And,  the  auction  process  is  transparent  and  open  to  public 
scrutiny,  unlike  the  'upaCaira'  narketa  used  in  soma  trading 
environmanta. 

The  ExparlancB  with  Automated  Tradlno  Svatema 

While  there  has  been  a  movement  toward  aKparlmentation  with 
automated  trading  systems  in  the  world's  financial  narketa,  thair 
performance  has  been  mixed,  and  clearly,  attempts  to  date  have 
bean  less  successful  in  providing  high  quality  markets  than  the 
traditional  open  outcry  auction  system,   of  the  top  20  futures 
exchanges  in  the  world  [according  to  volume  performance  in  the 
first  six  montha  of  1989].  Only  on* — tha  Tokyo  Stock  Exchange 
futures  markat — can  ba  conaidered  "automated,"  although  human 
InvolvaDent  is  still  required  to  effect  actual  trada  execution. 
It  accounts  for  only  4.3*  of  the  world's  futures  market  volume. 
Open  outcry  trading  is  the  basis  for  the  markets  at  the  other  v 
exchanges,  including  those  at  the  two  largest  foreign  exchanges, 
the  LIFFE  in  London  and  the  HATIF  In  Paris. 

In  light  of  tha  difficulties  axpariancad  by  automated 
markets,  thara  ia  an  unwillingnass  among  those  knowledgeable  in 
the  workings  of  U.S.  futures  markets  to  abandon  the  open  outcry 
auction  ayataa  for  fear  that  the  banetita  of  these  markets  would 
be  lost.  Several  examples  will  illustrate  thasa  difficulties. 

In  the  U.S.,  computerized  futures  markets  have  never 
succeed^.   The  International  Futures  Exchange,  or  IHTEX,  the 
first  fully  automated  trading  system,  began  trading  in  1985.   The 
exchange  ceased  trading  in  1988.   The  IHTEX  trading  system 
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conn*et*d  brokers  and  tradars  worldwid*  into  a  trading  aystan  that 
matched  bids  and  offers  Instantanaoualy,  conflraad  pricas  at  which 
trades  were  executed  on  tha  conputar  acrean  or  printer  of  tha 
trader  and  maintained  a  public  book  of  all  bids  and  offers  which 
ware  unfilled.   The  reasons  for  tha  failure  of  tha  system  have 
been  articulated  most  clearly  by  IHTEX'a  President,  T. 
HcKlarnanl/.   Kr.  KcKlernan: 

"....is  a  firm  ballavar  in  open  outcry,  calling  it  the 
Bost  efficient  way  to  run  a  narket.   His  conviction  cones,  he 
says,  tron  experience  with  Intex's  probleas  in  attracting 
liquidity  to  our  electronic  marketplace." 

Thus,  the  most  conmitted  attempt  to  replace  open  outcry  with 
automation  failed  in  the  words  of  its  creator  because  the 
electronic  marketplace  cannot  replicate  the  liquidity  generated  by 
open  outcry. 

As  noted  above,  the  only  significant  "autonated"  futures 
trading  system  is  in  place  at  the  Tokyo  Stock  Exchange   The 
Computer-Assisted  Order  Routing  and  Execution  System  (CORES   used 
in  trading  the  exchange  s  successful  Japanese  government  bond 
futures  contract  is  best  described  as  a   "semi -automatic"  system. 
If  a  market  buy  and  market  sell  order  are  entered  into  the  systea 
(or  a  marketable  limit  order   a  limit  order  with  a  price  a  tha 
current  market  price)  the  computer  will  automatically  execute  the 
trade  with  no  intervention  from  a  "Saitorl"  clerk.   However  many 
orders  arrive  as  limit  orders  which  do  not  precisely  match  an 
opposite  trade   These  orders  are  registered  on  the  electronic 
book  display,  from  which  point  they  either  expire  at  the  and  of 
the  trading  day  or  will  be  matched  on  the  basis  of  price  and  time 
priority  by  the  Saitori  clerk  in  accordance  with  the  rules  of  the 
market;   a  lower  offer  takes  priority  over  higher  offers   and  a 
higher  bid  takes  priority  over  lower  bids.   Hhile  the  CORES 
trading  system  has  supported  what  has  become  the  sixth  most  active 
futures  contract  in  the  world  (Japanese  government  bond  futures), 
market  participants  have  pointed  to  difficulties  with  liquidity, 
stemming  from  the  lack  of  a  diverse  trading  population.   The 
market  is  used  entirely  by  large  institutions  which  often  seek 
large  positions  on  the  same  side  of  the  market  (i.e.;  either  buy 
or  sell)  at  a  given  time.   Aa  there  are  no  locals  to  balance  the 
transactional  needs  of  tha  marketplace,  trading  nay  often  be 
forced  to  stop  until  the  llguidlty  can  be  reestablished.   This  is 
unheard  of  at  the  CBOT  where  the  continuity  of  trading  cited  in 
the  federal  Reserve  study}/  is  an  essential  feature  of  the 

1/    Financial  Times.  October  23,  1987,  p.  34. 
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■arkat.  Discussions  witb  users  of  the  Tokyo  Stock  Exchange 
Cuturea  «ark«t  ravaal  that  prvfaranca  for  the  opan  outcry  aystam 
of  trading  is  wida'spraad. 

Most  of  tha  exparianca  with  autonatad  trading  has  ba«n  In  th« 
•quities  narkata.   Tha  Swiss  options  and  Financial  Futures 
Exchange  (SOFmj  .  a  totally  automated  exchange  which  began 
trading  stoc)(  options  in  1968,  encountered  serious  problens  with 
its  systems  in  July  this  year.   These  problems  raised  numeroua 
market  integrity  and  security  issues:!/ 

"SOFFEX  may  be  boasting  about  its  first  six  aonths 
turnover,  bringing  it  up  to  tifCean  in  tha  league  table  of 
options  exchanges  worlduide,  with  volirme  over  j.Em,  but  if 
its  technological  problems  continue  they  may  prevent  the 
exchange  from  improving  on  that  position.   On  one  day  last 
month,  it  seems  gremlins  again  stopped  trading — nothing  naw 
in  itself,  as  this  occurs  once  or  twice  a  month—but  this 
tine  the  system  which  went  down  before  lunch,  was  not 
reinstated  until  the  next  day.   Trading  under  these 
conditions  carries  on  through  a  telephone  market  but  such 
stoppages  are  unlikely  to  fill  observers  with  confidence 
about  electronic  trading.  The  Swiss  exchange's  technological 
problems  do  not  end  there.   It  seens  50PFEX  will  not  launch 
its  futures  trading  software  before  the  middle  of  next  year, 
says  one  source,  after  having  suggested  it  would  be  ready  in 
.  the  first  quarter  of  1990.   Hill  the  futixres  industry  see  a 
rai^at  of  the  several  delays  axperianced  when  the  exchange 
opened  last  year?" 

Problems  at  SOFFEX  occurred  again  in  August.   The  system  was 
Ainable  to  accommodate  trading  volume  which,  though  reaching  a  high 
of  SO, 000  contracts/day,  is  a  small  fraction  of  tha 
500,000-600,000  contracts/day  traded  at  tha  CB0T:2y 

"The  gremlins  which  stopped  trading  on  SOFFEX 
temporarily  in  July   (FOW  August),  were  well-behaved  COmparad 
to  those  which  brought  about  a  three  day  break  down  in  the 
system  suffered  last  month   The  failure  occurred  after  the 
exchange  attempted  to  install  new  software  to  meet  SOfTSiCa 
growing  volume  which  for  the  first  time  reached  over  50,000 
one  day  last  month.   As  the  failure  persisted  trading 
continued  over  the  telephone,  leading  to  criticism  of  the 
fairness  and  security  of  such  a  method  of  trading.   Th* 
SOFFEX  system  had  been  experiencing  seme  delays  in  response 
time   according  to  traders   due  to  th*  growing  volumes.   The 
exchange  and  traders  must  hope  the  new  software  will  cope 
better  than  its  predecessor." 


Futures  and  Options  World.  August  1939. 
Futures  and  Options  World.  September  1989. 
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AnotlMr  foreign  vquitlas  •xchang*  axparicncing  difficulties 
in  tha  introduction  of  increased  automation  in  its  trading  syst«DS 
i«  London's  International  Stock  Exchango  (IS£) .   In  ISSG,  after 
London's  "Biij  Bang",  the  Stock  Exchange  Automated  Quotation  (SEAQ) 
system  was  introduced,  effectively  noving  all  trading  off  the 
floor  of  the  ISE  and  onto  the  SEAO  screen.   The  SEAQ  system  is  not 
an  automated  trade  execution  system  hut  an  electronic  information 
dissemination  system  which  complements  telephone  trading.   Part  of 
London's  *fforts  to  modernize  its  financial  Taarkets  and  retrieve 
business  lost  to  other  financial  centers  the  system,  as  reported 
in  the  British  prsss,!/  has  encountered  some  problaos  which  seen 
to  relate  to  cost  and  potential  market  abuse: 

'Big-ticket  business  is  quitting  the  central, 
screen-based  market  and  flowing  to  new,  ad  hoc  markets,  such 
as  one  formed  between  Britain's  largest  life  insurers.   The 
exchange's  own  automated  share-dealing  system  tor  small 
bargains  is  threatened  by  rival  and  cheaper  network*.   Hie 
exchange's  members  are  quarrelling:   big  traders  accuse 
SBaller,  mainly  American,  firms  of  living  off  others' 
capital.   And  firms  are  losing  a  combined  LSOOm  ($370m]  a 
year  fron  trading  British  shares,  despite  the  much-touted 
synerglss  of  all  those  hastily-assembled  securities  houses. 

At  the  heart  of  the  brouhaha  lies  SEAQ,  the  exchange's 

screen-and -telephone  trading  system.   On  its  screens  traders 
post  the  price  and  quantity  in  which  they  are  prepared  to 
deal  in  a  particular  share.   At  first,  institutions  and 
brokers  liked  SEAQ  for  Its  transparency.   But  last  sumer  the 
system  started  to  cloud.   Big  share-traders  complained  that 
SEAQ's  very  transparency  unfairly  put  their  trading  capital 
at  the  disposal  of  smaller  market-makers  rather  than  true 
cuetoners.   Rivals  could  dump  shares  upon  each  other, 
exploiting  clues  about  who  was  short  of  a  particular  share  or 
who  vas  overloaded   So  two  hig  market-makers  slashed  tha 
size  of  bargain  in  which  they  guaranteed  to  deal,  fron 
SO, 000-100, 000  to  a  piffling  5  QQO  for  blue-chip  shares.   The 
prices  displayed  were  no  longer  those  at  which  big  deals  were 
being  done." 

In  its  rush  to  automate,  the  ISE  nay  have  dona  irreparable 

damage  to  the  confidence  and  performance  in  the  narketplace  for 
equities  in  London.   The  equities  market  has  become  tragnented,  It 
has  lost  its  ability  to  accoomodate  large  trades  and  it  is  no 
longer  transparent  to  regulators  and  users. 

The  SEAQ  System  of  the  ISE  is  patterned  after  the  NASDAQ 
(National  Association  of  Securities  Dealers  Automated  Quotations) 
system  in  the  D  5   over-the-counter  (OTC)  markst.   The  system,  not 
a  computerized  system  but  rather  a  nationwide  network  of 

X/        The  Economist.  February  11,  1989. 
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talaphonas,  t«l«typa«  and  conputar  tarninals  utlllzad  to  link 
narket  partlcipanta ,  has  facllltatad  rapid  gravth  of  trading  in 
tha  ore  stock  narkat.   Trada  axacution  is  not  automatad.   Markat 
partlcipanta  nagotiata  with  aach  othsr  on  tha  talaphona,  basad  on 
information  avallabla  on  tha  scraan.   Daspita  tha  systam'B  succasa 
in  fostaring  growth  of  tha  aarkat,  NASDAQ  axparienoad  a  breakdown 
during  tha  19S7  atock  oarkat  cxaah.   Imnadiacy,  cltad  by  Grosaaan 
and  Klllarl/  aa  aaaantlal  in  tha  casa  of  futuras  aarkata,  was  out 
of  tha  quaation  and,  for  long  pariods,  trada  axacutlona  of  any 
•ort  wara  impoasibla.   Tha  Brady  raportj/  cnncludad: 

'Fron  all  of  tha  avidance  avallabla  to  tha  Task  Force  it 
must  conclude  that,  despite  the  fact  that  throughout  Che 
period  of  the  market  break  trading  continued  at  some  level  in 
almost  every  over-the-counter  stock,  the  many  participants 
who  coi^ilained  that  tha  aystem  broke  down  were  accurate  In 
their  aasessment.   For  customers  aaeking  to  buy  or  sail 
ovar-tha-countae  securltlea  hid-offer  spreads  wara  wider  than 
normal.   The  execution  of  smaller  transactions  was  frequently 
delayed  by  tha  shutting  down  of  SOES  (Small  Order  Execution 
system]  and  the  other  automated  execution  systems  until  such 
time  as  the  markets  were  no  longer  locked  or  crossed.   When 
such  executions  did  occur  thay  vera  often  at  prices 
-dramatically  different  from  the  price  at  the  tine  the  orders 
war*  originally  placed.   For  othars,-  Including  many 
institutional  Invsstors  seeking  to  buy  or  sail  larger  blocks 
of  stocks  and  many  narkets  makers  attempting  to  lay  off 
positions,  execution  was  often  difficult  to  achieve.   Many 
transactions  apparsntly  were  executed  at  prices  far  different 
than  those  of  other  transactions  executed  at  or  about  tha 
same  time. 

Transactions  often  were  not  reported  promptly,  and  in 
many  Instances  it  appears  that  transactions  which  were  not 
reported  promptly  were  not  designated  as  having  been  reported 
late. 

Many  of  the  problems  in  the  over-the-counter  market 
during  the  market  break  were  due  to  the  closing  down  of  SOES 
and  the  other  automated  systems  in  a  large  number  of  stocks. 
This  placed  such  a  great  strain  on  the  aiarket  participants 
who  now  had  to  revert  to  the  use  of  manual  systems  that  thay 
could  not  interact  with  other  market  participants  in  the 
normal  manner.   Thms,  those  market  makers  who  may  have  been 
willing  to  trade  In  depth  were  often  so  busy  responding  to 
the  high  volume  of  phone  traffic  and  handling  paperwork  that 
many  customers  and  other  market  makers  were  unable  to  trade 
with  them." 

iT  Santord  J.  Grossman  and  Herton  H.  Miller,  "Liquidity  and 
Market  Structure,"  The  Journal  of  Finance.  Vol.  43,  No. 3, 
July  19SB. 

1  Market  Hechanisms. 
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A  survey  of  financial  nsrkat  usera  conductad  by  the  Brady 
task  torca  revealed  that:  this  OTC  market  was  the  poorest 
parfoming  U.S.  narket  during  th«  1987  stock  market  crash.  When 
asked  to  rate  the  quality  of  market  performance  on  October  19-ZO, 
1987  against  noraal  performance,  75. 8t  of  the  rsspondenta  felt  the 
ore  Barket  performed  "Very  Poor  {less  than  504  of  normal  quality)" 
in  CerMS  of  dissexination  of  pries  and  market  inComation.   Stock 
index  futures,  traded  by  open  outcry,  received  this  rating  from 
30. 8t  Of  those  contacted.  When  asked  about  execution  and  clearing 
of  trades,  64.7%  of  the  respondents  gave  this  low  rating  to  the 
OTC  markets;  33. 7t  in  the  case  of  stock  index  futures.  The  New 
York  Stock  Exchange  and  the  Chicago  Board  Options  Exchange  markets 
also  received  higher  marks  than  NASDAQ.   Claarly,  in  the  view  of 
Che  market  users  Involved  in  the  survey,  the  "automated"  OTC 
market  experienced  much  more  serious  difficulties  than  the  open 
outcry-bassd  futures  markets. 

In  contrast  to  the  HASDAQ  failure  during  the  crash,  ths  CBOT 
Kajor  Market  Index  (HHIJ  futures  market  continued  to  function.  As 
noted  In  the  press,!/  't  mid-day  on  Tuesday,  October  20: 

"....17  of  the  HHl's  20  stocks  still  were  trading, 
albeit  sporadically,  on  some  regional  stock  sxchangss.  Just 
the  day  before,  Mr.  Kahlmann  [CBOT  Chairman]  had  received  a 
phone  call  from  Beryl  Sprinkel;  the  chairman  of  the 
Presidsnt's  Council  of  Economic  Advisers  urgsd  him  to  keep 
the  Board  of  Trade  open... 

'He  felt  we  had  to  stay  open  to  do  our  job  to  provide 
liquidity',  Mr.  Kahlmann  recalls.   Then  ha  and  his 
executives  made  what  turned  out  to  be  one  of  the  most 
critical  decisions  of  the  day:  They  kept  the  Board  of  Trade 
open  and  continued  to  trade  the  HMI  futures  contract." 

As  these  examples  indicate,  "automated  trading  systsms"  often 
may  be  unable  to  provide  the  kind  of  liquidity.  Immediacy  and 
continuity  which  users  of  U.S.  futures  markets  have  coms  to 
expect.  Moreover,  they  operate  out  of  public  view,  not  subject  to 
the  same  careful  scrutiny  which  can  be  given  to  the  opsn  outcry 
auction  system,  operating  in  the  trading  pits. 


1/    Wall  streat  Journal.  Kovember  20,  IdS: 
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"Aucomatad  syat«MB.. . .inCroduc*  risks  tbat  Bust  b* 
controllad  to  •nsurs  that  thay  do  not  raduca  aach  axchanga's 
ability  to  provlda  afficlant,  fair,  and  aqultabla  traatMnt 
to  all  aarkat  participants.   Although  not  ssant  to  to*  all 
Incluaiva,  tha  following  list  idantitlas  aon*  ganarlc  riaka 
that  nasd  to  b«  addrassad: 

Correct  procaaaing:   tha  naad  to  anaura  that  tha 

ayataa  hardwara,  aoftwsra,  and  comBunlcationa  parfora  aa 
intandad.   Riaka  Includa  arrors  that  causa  ordars  to  ba 
procaaaad  Incorractly,  or  participants  to  rscalva  privllagad 
traatsant. 

Raaponaiva  oparatiansi   tha  naad  to  anaura  that  tha 

aystan  la  properly  slied  and  daalgnad  to  support  tlnaly 
oparations  undar  normal  and  hlgh-voluRS  conditions.  Risks 
includa  an  Inefficlant  syateo  design  and  Inadequate 
transBiaalon,  procaaslng,  and  slaorage  capacities. 

— — Sacure  operations:  ttm  Jiaad  for  established  oontrols 
to  prevent  authorized  access  and  tha  nlsuaa  of  automated 
systeas.   Unautborlied  access  concerns  incloda  tb*  failure  to 
eatabllah  controla  over  who  can  enter  Che  computer  syatan 
procBsalng  area,  who  can  uaa  tha  syatam  aad  uho  can  aocass 
tha  Infomatlon  contained  In  the  system.   Misuse  of  automated 
syetens  Includes  disabling  system  controls,  erasing  audit 
trails,  and  accessing  system  Information  in  an  unauthorized 
fashion. 


natural  disasters,  and  intentional  malicious  acts.   Risks 
includa  a  lack  of  contingency  plana  to  ensure  that  aystems 
could  conduct  normal  operations  under  conditions  such  as 
floods,  fires,  etc. " 

Taken  together,  the  difficulties  experienced  by  automated 
trading  systems  to  data  and  the  lack  of  certainty  regarding  their 
capabilities  and  potential  pitfalls  dictate  extreme  caution  In 
future  a)iperi»ents  with  automation.  Computerization  is  not  the 
answer  to  all  concerns  with  market  perfomanca.   Moreover,  the  new 
problems  it  can  create  are  not  yet  known  or  understood. 


Futures  Markets : Automation  Can  Enhance  Detaetien  of  Tradq 

Abuses  But  Introduces  Hew  Risks.  General  Accounting  Office, 
September  1989. 
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Ibis  UMlysl*  ha*  dl»CMfd  Um  ii^orcanc*  of  xttm   ^*n  cnccry 
auction  Mfwti^  at   trading  Ln  tta*  prarisian  of  tranaacticuM 
>«rvic«s  bf   O.S.  futma*  aarkata.   It  baa  docmaanfd  Cba  inability 


outcrr-U  An  •xcMpt  Cnm  a  r«CMit  Inatitutitmal  Invstor 
articl«2/  an^aaz-iaaa  both  tha  atrangtha  of  opma   outcry  and  tha 
pitfalla  of  antoaatad  trading: 


Board  of  Trada,  and  you'r*  looking  at  soaa  sort  of 
thOMaand-ar» » a  BODstor,  idiara  contract*  nova  froii  local  to 
local  as  Cast  aa  iafialsaa  froa  nauron  to  nauron. 

"■^^og  tradara  poah  bottons  and  wait  for  nadiinas  would 
aignificantly  altar  tba  pac*  of  trading.   In  particular. 
apaad  is  critical  for  any  trader  aaking  narkat*  and  axposing 
qootea  Cor  othar  traders  to  hit.   This  was  a  najor  gripa 
initially  aacutg  SOFFEX  traders  in  Zurich.   "Trading  is  a 
littla  slow.   It  I  push  tha  button  to  hold  ay  quotas,  it  can 
taks  tan  sacoods,'  says  ILlessandro  Pelli,  a  trader  at  Union 
Bank  of  Switzerland.   That  nay  sound  fast,  but  in  a 
fast-moving  narkating  it  can  be  too  long. 

Perhaps  the  biggest  risk  of  an  autonated  exchange, 
however,  is  one  that  is  coaMon  to  all  new  tet^tnology:   People 
will  case  to  rely  wi  it,  and  Chen  it  will  braak  down.   On 
■ost  syt««s,  traders  coaplain  that  tha  systea  slows  down  Vbmn 
things  get  busy,  trtiich  of  course  is  precisely  irtien  thay  want 


The  CBOT  continues  to  nova  toward  the  incorporation  of  state- 
of-the-art  technology  into  its  narkets.   ni*  axchange  is 
daveloping  a  screen  trading  system,  'Aurora,"  which  will  be 
utilized  in  naking  CBOT  narkets  available  at  tines  of  Che  day 
when  the  open  outcry  auction  system  is  inpracticabla .   It  is 
being  developed  a*  the  only  available  altemativ*  by  tAich 
tb*  C80T  can  Bake  its  narkets  available  24  hours  a  day,  in 
response  to  international  denand  and  tha  growing  thraat  of 
c(^>etition  frcna  overseas  exchanges.   The  Exchange  does  not 
believe  that  Aurora,  while  superior  to  autonated  order 
Batching  systeas,  is  nearly  as  efficient  as  open  outcry. 
Henca,  op«n  outcry  will  continue  to  be  used  whenever 
practicable.   The  exchange  is  proceeding  carefully  in 
developing  and  testing  Aurora  to  ensure  it  will  not 
ei^erience  the  difficulties  of  other  autonated  systeKS- 
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to  ba  tradinq  moat  nimbly.   In  Japan,  CORES  has  actually 
crashed  at  h*ctic*tlm*s.   saya  Kitauo  Sato,  sanlor  managing 
diractor  ot   tha  Tokyo  axchanga:   'Human  activity  la  vary 
Claxlbla.   CoBputara  ara  not  flaxibla.'" 

Tha  opan  outcry  auction  ayatem  Itaalt  la  ona  of  tha  U.S. 
futuraa  industry'a  principal  weapons  against  toraign  conpstition. 
Tan  new  futuraa  sxchangas  hava  bean  astabllshad  ovarsaas  in  th« 
last  tivs  years.   The  nunber  of  products  traded  on  foreign 
exchanges  has  nearly  doubled  in  that  time  period.   Table  4 
(attached]  shows  how  quic)(ly  newly  Introduced  futures  contracts  at 
foreign  exchangaa  have  grown  to  challenge  U.S. -traded  contracts. 
Each  tine  a  new  futures  product  is  Introduced  ovarsaas,  the  goal 
la  the  same — to  provide  tha  same  high  quality  price  and 
transaction  services  as  the  U.S.  futures  markets,  the  world's 
standard.   As  argued  in  this  analysis,  ttiia  high  quality  is 
directly  related  to  the  open  outcry  auction  trading  system. 
Altering  this  aysten  would  severely  damage  U.S.  competitiveness. 

Finally,  tha  U.S.  futures  industry  is  moving  in  the  direction 
of  automated  enhancements  to  trading,  as  noted  above.   The  process 
has  begun  end  it  will  proceed,  encouraged  by  the  pressures  of 
international  competition  and  a  demand  from  users  for  the  best 
possible  transactions  services.   This  evolution  is  best  allowed  to 
continue  at  a  pace  dictated  by  business  experience,  customer 
demand  and  technological  integrity;  not  by  fiat.   The  experience 
of  the  International  Stock  Exchange  has  shown  —  in  eroded  pricing 
afflclancy,  a  fragmentation  of  Its  market,  and  a  loss  of  market 
participation  «  mistakes  can  be  costly. 

gPBBIWt-SSBffgriTHM 

The  aCticlency  and  liquidity  ot  United  States  futures  markets 
are  the  envy  of  the  entire  world.   Virtually  every  major  nation  on 
earth  —  Japan,  Great  Britain,  Prance,  Switzerland,  Australia  and 
even  China  —  has  established  futures  markets  in  the  image  of 
Chicago's  futures  markets.   These  foreign  futures  markets  in  many 
instances  are  directly  subsidized  by  tha  national  government  and 
are  strongly  supported  by  national  mandate.   There  is  no  secret  to 
futures  contract  specifications;  they  can  be  Imitated  by  photocopy 
in  minutes.   It  is  the  experience,  expertiiee  and  integrity  of  the 
floor  trading  population  which  establishes  Chicago's  futures 
markets  as  tha  world  J«adec.   But,  that  market  edge  is  fragile  and 
could  be  easily  upset  «r  destroyed. 

The  foreign  challenge  to  the  U.S.  futures  Industry  has 
increased  markedly  In  recent  years.   Although  activity  at  U.S. 
futures  exchanqes  has  continued  to  grow,  activity  at  foreign 
exchanges  has  grown  much  faster.   The  market  share  of  U.S. 
exchange*  has  declined  because  futures  exchanges  have  proliferated 
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ovarsaas;  product*  off*r*d  by  forKign  wccbangas  bav«  b«ecaw  nor* 
dlvsrsa  as  the  bsnafita  of  Cuturaa  narkets  bscoaa  battar 
undaratood .   Foraigu  axcdiangaa  now  connate  diractly  viUi  Anarican 
•xcbangaa;  tliara  ara  nov  saveral  contracts  trsdad  on  foreign 
wcchangas  wblcb  ara  Idantical  to  contract*  tradad  donestlcally. 

ni*  statistics  ara  aobering,  if  not  frightening. 

In  tbe  past  four  yaara,  tlia  Board  of  Trada  haa  incraased  its 
total  volume  of  contracts  traded  by  91%.   Howavar,  during  that 
same  peticd  the  BiKhange  s  market  share  of  world-wide  futures 
volUB*  dacreaaad  by  3.6  percent  Ifrom  37. fit  of  tha  world  market  to 
34%).   Ihc  reason  the  Exchange  lost  world  &«rk*t  shar*  was  that 
foreign  axchang*  volume  grew  226%.   (Sea  Appendix  1,  Tabl*  1  and 
Figure  1). 

In  1985,  the  ten  Bost  actively  traded  futures  contracts  in 
the  world  were  all  United  States  products.   By  1986,  the  fifth 
most  actively  traded  contract  was  Japanese,  a  position  which  it 
continues  to  hold  today   By  1987   th*  seventh  nost  actively 
traded  contract  was  French  today  the  French  Bond  Futures 
contract  has  grown  to  occupy  the  number  six  position  on  the  list. 
f See  ;^pendix  1,  Table  2.)      In  19SS,  no  foreign  future*  contracts 
were  among  the  twenty-five  most  actively  traded.   Today,  six  of 
the  top  twenty-five  are  foreign  contracts.   <£ss  Appendix  1, 
Table  «). 

Proa  1984  to  19SS,  the  number  of  domestic  futures  contracts 
trading  grvw  34%.   But  the  number  of  foreign  futures  contracts 
trading  grew  by  B4%  in  that  same  period.   (See  Appendix  i,  Table 
2).   The  London  International  Financial  Futures  Exchange  ("LIFFE") 
trades  a  U.S.  Treasury  Bond  Futures  contract  identical  to  the 
Board  of  Trade's  most  actively- traded  contract.   Volume  in  the 
LIFTE  U.S.   T-bond  contract  has  tripled  since  1985  to  over  two 
■lllion  contracts  per  year. 

Statistics  prove  that  market  user*  are  willing  and  able  to 
quickly  shift  their  market  activity  overseas.  For  example  U.S. 
Treasury  Bond  futures  trading  was  brisk  following  the  October  19, 
1987  stock  market  break   On  Tuesday.  October  20,  prices  of  the 
Board  of  Trade  s  Bond  futures  contract  increased  up  to  the  upper 
limit  allowed  for  a  single  day   as  required  by  Exchange  rules 
trading  in  T-bond  futures  was  effectively  stopped.   As  a  result, 
less  than  35  000  T-bond  contracts  were  traded  during  daytime 
trading  at  the  CboT  on  October  20  compared  to  the  daily  average 
volume  of  236,505  during  October,  19B7,   Instead,  market  users 
shifted  their  activity  overseas  to  the  LIFFE  when  their  needs 
could  not  be  met  in  the  U  S.   Volume  in  the  LIFFE  T-bond  contract 
exploded  to  over  47,000  contracts  traded  on  October  2D  nearly 
eight  times  its  average  daily  volume  of  6,200  for  the  first  ten 
months  of  1987.   [Se£  Appendix  1,  Table  6).   The  increase  in 
volune  at  th*  LIFFE  might  have  been  even  greater  had  market  user* 
been  more  familiar  with  that  exchange  and  had  they  not  had  such  a 
strong  preference  for  the  CBOT  margin  and  clearing  system. 
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nanBQVBant  ■•rvica*  all 
•topped.  Thi*  avant  di 
narkat  activity  abroad 
activB  futuras  contrac* 


It  is  claar  tbat 


1  apeculatoi 


trading  in  tha  cbot  d 
.lie  aaaa  of  shifting  futures 
Thus,  avan  tha  world  a  Boat 
foraign  competition. 

ihara  ara  now  nunaroua  risk  management 
lie  to  thosa  who  need  to  hadge  against  price  risk 
'illing  to  accept  that  risk.   Xmarican 


n   alternat 
contracts, 


futures  markets  compete  not  only  with  foreign  futures  exchanges, 

'  k  management  vehicles  such  as  forward 
ra  and  other  off-exchange, 
unregulated  products   These  various  risk  nanagamant  products  are 
available  at  the  touch  of  a  telephone  button;  global  markets  ara 
all  aasily  accassed  and  ara  becoming  mors  familiar  to  market 

Tha  availability  cf  so  many  other  methods  and  locations  to 
-conduct  risk  management  means  that  any  increase  in  the  Costs  of 
using  one  of  these  vehicles  can  result  in  a  huge  disadvantage 
relative  to  the  competition.   This  high  dagraa  of  competition 
moans  that  market  Users  bensfic  as  each  provider  must  kaep  its 
costs  low,  and  the  C[uality  of  customer  service  must  be  maintained 
in  order  to  keep  cuatomers   On  the  other  hand,  any  regulations 
that  increase  the  cost  of  uaing  futures  narkets  or  reduca  tha 
quality  of  customer  service  being  provided  will  put  tha  D.S. 
futures  Industry  at  a  competitive  disadvantage-   To  choose  but  ona 
instance,  rastrlctlons  on  broker  trading  would  reduce  the 
efficiency  of  U.S.  futures  markets  and  would  lower  the  quality  of 
service  provided  to  usara  of  thase  narkats.   (It  should  be  notad 
that  broker  trading  commonly  is  pemittad  in  foreign  markets.) 

In  tha  face  of  such  intense,  dedicated  international 
competition  for  what  were  only  a  few  years  ago   uniquely  Amarican 
markets.  Congress  must  carefully  consider  its  actions  to  avoid  any 
action  which  could  cripple  domestic  futures  markets   Even  foreign 
Journalists  whoso  home  markets  stand  to  benefit  from  any  hasty 
tl  s     legislative  reaction  have  axprassly  cautioned  US  not  to  anact 

Ill-considered  legislation 

"America's  politicians  would  tharaCora  ba  wall 

advised  to  temper  their  natural  desire  to  "do  soaathlng" 
and  refrain  from  hasty  Ill-considered  regulation  of 
Chicago    That  "casino",  as  It  is  described  by  its 
opponents,  is  in  fact  one  of  Anarica  s  most  suct^es^ful 
industries  ...   Tokyo  and  London,  not  to  mention  other 
financial  centres,  would  clearly  love  to  get  a  bigger 
slice  and  will  seize  any  opportunity  to  do  so.   It  was, 
it  needs  to  be  remenbersd,  ill-considered  American 
legislation  in  the  l360's  that  allowed  London  to  become 
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th*  cantc*  ol  tb*  int*mBtional  d«bt  aarkcts,   usually 

known  as  tha  EurOMarkats . "   Futura  Peraanent.  The 

Econoius't,  Juna  11,  1998. 

Today,  wa  hava  the  bast  Cuturas  narkats  in  the  world,  reputed 
for  both  Chair  cost  efficiancy  and  market  integrity.   Ha  nust 
carefully  preserve  that  delicate  balance  in  the  face  of  our  lass 
regulated  foreign  coapetition  as  we  consider  any  proposals  Cor 
regulatory  change.   He  Must  not  deceive  ourselves  into  thinlcing 
that  our  foreign  coapetltors  will  not  create  a  quality  product  at 
the  lowest  price  posaible.   The  proof  is  self-evident;  they  have 
dona  so  in  countless  other  industries  where  the  United  States  was 
only  recently  the  world  leader. 

OTKltaigHT  i  BNTORCEKEMT 

Coi^etition  for  narkat  share  is  not  dependent  solely  on 
market  liquidity  and  efficiency.   Market  users  value  the  integrity 
of  the  trading  process  very  highly.   Hhile  strict  member  admission 
standards  and  vested  self-interest  form  the  foundation  of  market 
integrity,  vigorous  ovaraight,  surveillance  and  enforcement  are 
also  of  paramount  importance.  As  a  membership  self -regulatory 
organization,  th*  Board  of  Trade  Insures  compliance  with  fair  and 
equitable  trade  practices  principally  through  the  Floor  Governors 
Coaaittea,  the  Business  conduct  Committee,  and  the  Board  of 
Directors. 

The  duties  and  powers  of  the  Floor  Governors  Committee  are 
generally  defined  by  CBOT  Rule'  543.00  which  provides  that  the 
Coaaittee  shall  assure  that  the  practices  and  conduct  of  Members 
of  the  Association,  member  firms  and  other  persons  with  trading 
privileges  on  the  Exchange  Floor  are  in  compliance  with  the  Rules 
and  Regulations  of  the  Association.   The  Committee  is  authorized 
to  take  action  against  persons  and  firms  including:   (1)  dismissal 
of  charges  and  closing  the  matter;  (2)  issuance  of  a  warning 
letter;  or  {3}  issuance  of  preliminary  charges  and  scheduling  of  a 
hearing  on  the  merits,   if  preliminary  charges  are  issued,  the 
Committee  will  afford  the  respondent (s)  an  opportunity  for  a 
formal,  evidentiary  hearing  of  record  with  right  to  counsel.   If, 
after  hearing,  the  Committee  determines  rule  violations  have 
occurred,  the  Committee  nay:  (1)  fine  up  to  ten  thousand  dollars 
[SIO.OOO)  per  violation;  and/or  (2)  suspend  the  respondent  for  up 
to  ninety  (90)  days  per  incident;  or  (3)  may  charge  the  respondent 
and  refer  the  matter  to  the  Board  for  the  imposition  of  sanctions. 

Additionally,  Regulation  540.09  provides  respondents  with  the 
opportunity  and  means  to  settle  preliminary  charges.  Settlements 
may  be  accepted  on  such  terms  and  conditions  as  the  Committee  may 
deem  appropriate. 
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Th«  duties  and  powers  of  th*  Business  Conduct  Cominitt**  ars 
ganaraLly  daflnad  in  CBOT  Ruls  543.00  uhich  provides  that  the 
Couitttas  is  rasponslbla  for  preventing  price  manipulation  and  tha 
cornering  of  any  eOBBOdity  on  tha  Exchange,  insuring  the  orderly 
liquidation  of  expiring  contract  months  and  for  supervising  the 
business  conduct  of  all  members  member  firms  and  other  persons 
with  trading  privileges.   In  regard  to  tha  latter,  responsibility 
two  of  the  duties  of  the  Committee  are   <1)  to  enforce  the  minimum 
caitital  rules  of  tha  Exchange,  as  approved  hy  the  CFTC;  and  (2)  to 
anCorce  Exchange  Rules  and  Regulations  pertaining  to  the  handling- 
of  custoaer  orders,  customer  accounts  and  margins.   Other  duties 
include  reviewing  requests  from  firms  to  pre-pay  subordinated 
loans,  supervision  of  firma  that  are  regular  tor  delivery  en  Board 
of  Trade  a«|ricultural  contracts,  and  all  general  natters  of  meaber 
solvency. 

The  ComnitCee  is  authorized  to  impose  specific  disciplinary 

sanctions;  to  recommend  that  the  Chairman  impose  restrictions  on 
the  operations  of  a  menber,  member  firm  or  othar  person  with 
trading  privileges;  and  to  iapoae  restrictions  on  member  FCHs  that 
fail  to  meet  the  capital  requirements  of  the  Exchange.   The 
Committee  also  is  authorized  to  order  any  member  to  cease  and 
desist  from  past  or  proposed  conduct  that  it  finds,  after  notice 
and  an  opportunity  for  hearing,  to  he  unfair,  unjust  or  in 
violation  of  CBOT  Rules  and  Regulations.   The  Comnlttee  -nay  Iraposa 
a  fine  of  up  to  twenty-five  thousand  dollars  (825,000)  for  each 
violation  and/or  suspend  a  member  ±or  up  to  ninety  (90)  days. 
Cease  and  Desist  Orders  arg  final  and  not  appealable   As  an 
alternative  to  issuing  a  Cease  and  Desist  Order  and/oi:  a  fine  in 
disciplinary  matters,  the  -Committee  may  file  charges  against  a 
member,  member  firm  or  other  person  with  trading  privileges  with 
tha  Board  of  Directors. 

Decisions  of  both  the  Floor  Covernora  Committee  and  Business 

conduct  Committee  generally  are  appealable  to  the  Board  of 
Directors    The  committees  nay  also  refer  charges  to  the  Board  for 
Its  disposition  where  the  Committee  feels  its  sanctioning 
authority  is  too  limited  for  the  severity  of  the  violations 
found.   Thus,  the  Board  functions  in  the  one  Instance  as  s    pure 
"appallata"  body,  and  in  the  other  purely  as  a  sentencing  forun. 
In  either  instance,  a  general  right  of  appeal  from  a  Board 
decision  to  the  CFTC  is  provided  by  Part  Eight  of  CFTC 

Member  disciplinary  comnittees  are  uniquely  qualified  to 
enforce  Exchange  rules.   Tha  knowledge  of  trade  practices  and 
experience  with  the  business  of  futures  trading  possessed  by  these 
members  cannot  be  duplicated  outside  the  Exchange.   Members  Of  tha 
rioor  Governors  committee  and  Business  Conduct  Committee  typically 
have  ten  to  twenty  years  esfpeeience  in  futures  trading,  most  of  it 
at  the  Exchange   This  member  expertise  is  an  invaluable  and 
irreplaceable  asset  in  tha  oversight  and  enforcement  of  Exchange 
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Equally  valuabl*  as  aeabwr  •xpwrtlsa  is  tha  protaaaional 
staff  support  the   CsBnitcaes  racaive   Tha  Board  of  Trada 

concinually  aonirors  aaaber  and  nenber  firm  complianca  vixh   its 
rules  and  regulations,  as  well  as  chose  of  the  industry,  thlTOugh 
its  Office  of  Investigations  and  Audits.   As  port  of  its 
surveillance  efforts,  the  OlA  is  constantly  in  contact  with  othac 
Exchanges,  the  National  ri^tures  Association  and  tha  CFTC  to 
exchange  relevant  infomation. 

OIA  is  cQBprisad  of  five  interrelated  departaants.   Tha 

Investigations  Departjaent  is  responsible  for  investigating 
inquiries  froa  custooers  and  referrals  from  meiabera.  nenber  firns 
and  the  CFTC  concerning  any  market  activity  or  trade  practices 
which  Involve  potential  violations  of  Board  of  Trade  rules  and 
regulations.   These  investigations  involve  a  comprehensive  process 
of  obtaining  statements  from  witnesses  and  parties  involved, 
conducting  trade  reconstruction  reviews  and  analyiing  trading 
docuDents.   The  department  may  close  cases  administratively  whan 
there  is  insufficient  evidence  of  rule  violations.   All  cases 
involving  potential  rUIe  violations  are  submitted  to  the 
appropriate  Exchange  disciplinary  committees   The  department  is 
responsible  for  the  preparation  and  prosecution  of  casas  involving 
its  investigations. 

Staff  of  the  Investigations  Departnent  is  also  responsible 
for  initiating  and  conducting  Trade  Practice  Investigations 
("TPIs")  on  a  continuous  basis.   TPIs  involve  reviewing  daily 
exception  reports  of  the  Exchange's  trading  activities  of  members 
and  member  firms  to  detect  patterns  of  conduct  which  may  indicate 
rule  violations   TPIs  are  conducted  utilizing  the  Computer lead 
Trade  Reconstruction  Systea. 

The  Investigations  Department  also  maintains  a  floor 
surveillance  program  that  involves  directly  observing  floor 
trading  activity  on  a  daily  basis. 

The  Reporting  and  Research  Department  is  responsible  for 
auditing  the  Board  of  Trade  s  cTft  system.   It  also  conducts 
surprise  on-site  reviews  of  all  audit  trail  data  subnlttad  by 
members  and  member  firms   The  department  is  also  responsible  for 
maintaining  OIA  s   other  various  computer  systems  and  coordinating 
the  department's  interaction  with  the  CFTC. 

The  Harket  Surveillance  Department  ensures  the  orderly 
expiration  of  all  Board  of  Trade  contracts  and  monitors  trading 
activity  in  order  to  detect  attempts  at  price  manipulation, 
squeezes  of  a  commodity  or  corners  in  a  market.   To  accomplish 
these  tasks.  Market  Surveillance  compiles  end  reviews  information 
relating  to  volume,  open  interest,  currant  cash  commodity  prices, 
available  stocks,  deliverable  supply,  and  positions  held  by 
clearing  nember  firms  and  large  traders,   market  Surveillance's 
analysis  of  this  information  identifies  futures/cash  price 
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t«laphon*9,  tol«typ«s  and  co&putar  tarminals  utilizsd  to  link 
■acXct  participant*,  haa  facilitatad  rapid  grovrth  of  trading  in 
the  ore  Btoclc  narkat.   Trade  execution  is  not  autoaated.   Harket 
participante  naqotiete  vith  each  other  on  the  telephone,  based  on 
inforaation  available  on  the  screen.   Deepite  the  syste*'*  succaea 
In  foatarinq  growth  of  the  aarket,  NASDAQ  experienced  a  breakdown 
during  the  1987  stock  narket  crash.   Innediacy,  citad  by  Groaanan 
and  Miller^/  aa  eaaential  in  the  caae  of  futures  narkets,  was  out 
of  the  queation  and,  for  long  periods,  trade  executions  of  any 
sort  were  iapoasible.   The  Brady  reportZ/  concluded: 

■Froa  all  of  the  evidence  available  to  the  Task  Force  It 
must  conclude  that,  despite  the  fact  that  throughout  the 
period  of  the  aarket  break  trading  continued  at  sons  level  in 
alaost  every  over-the-counter  stock,  the  aany  participants 
who  coaplained  that  the  sysCea  broke  down  vera  accurate  in 
their  assessnent.  For  custoaer*  seeking  to  buy  or  sell 
over-the-counter  sacuritlea  bid-offer  apreads  were  wider  than 
noraal.   The  execution  of  saaller  transactions  was  frequently 
delayed  by  the  shutting  down  of  SOES  (Small  Order  Execution 
Systea)  and  the  other  automated  execution  systeas  until  such 
tiae  as  the  markets  were  no  longer  locked  or  crossed.   Hhsn 
such  executiona  did  occur  they  were  often  at  prices 
draaatically  different  froa  tha  price  at  the  tiae  the  orders 
vera  originally  placed.   For  others,-  including  aany 
Institutional  investors  seeking  to  buy  or  sell  larger  blacks 
ol  stocks  and  nany  markets  makers  attempting  to  lay  off 
positions,  execution  was  often  difficult  to  achieve.   Many 
transactions  apparently  were  executed  at  prices  far  different 
than  Chose  of  other  troasactions  executed  at  or  about  the 

Transactions  Tiften  were  not  reported  promptly,  and  in 
aany  instances  it  appears  that  transactions  which  were  not 
reported  proaptly  were  not  designated  as  having  bean  reported 
late. 

Many  of  tha  problems  in  the  over-the-counter  aarket 
during  the  aarket  break  were  due  to  the  closing  down  of  SOES 
and  the  other  automated  systems  in  a  large  number  of  stocks. 
This  placed  such  a  great  strain  on  the  market  participants 
who  now  had  to  revert  to  the  use  of  manual  systeas  that  they 
could  not  interact  with  other  market  participants  in  the 
normal  maimer.   Thos,  those  market  makers  who  may  have  been 
willing  to  trade  in  depth  were  often  so  busy  responding  to 
the  high  volume  of  phone  traffic  and  handling  paperwork  that 
aany  customers  and  other  market  makers  were  unable  to  trade 
with  them." 


Sanford  J.  Gross 
Market  Structure 
July  1988. 

15)^  Force  on  MaDcet  Mechanisms. 
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A  survey  of  financial  narkat:  usara  conducCad  by  tihe  Brady 
task  force  ravealad  that  thla  OTC  narkst  was  the  poorest 
performing  O.S.  market  during  the  1937  stock  narket  crash,   when 
asked  to  rate  the  (juality  of  market  performance  on  October  19-20, 
1987  against  normal  performance,  75.31  of  the  respondents  felt  the 
OTC  market  performed  "Very  Poor  (less  than  sot  of  normal  quality}" 
in  terms  of  dissemination  of  price  and  market  information.   Stock 
index  futures,  traded  by  open  outcry,  received  this  rating  from 
30. Bt  of  those  contacted.   When  asked  about  execution  and  clearing 
of  trades,  64. 7t  of  the  respondents  gave  this  low  rating  to  the 
OTC   markets;  33.7%  in  the  case  of  stock  index  futurss.   The  Haw 
York  Stock  Exchange  and  the  Chicago  Board  Options  Exchange  markets 
also  received  higher  marks  than  NASDAQ.   Clearly,  in  the  view  of 
the  market  users  involved  in  the  survey,  the  "automated"  OTC 
narket  experienced  much  mora  serious  difficulties  than  the  open 
outcry-based  futures  markets. 

In  contrast  to  the  NASDAQ  failure  during  ths  crash,  the  CBOT 
Hajor  Market  Index  (HHI)  futures  market  continued  to  function.  As 
noted  in  the  press,!/  at  mid-day  on  Tuesday,  October  20: 

"....17  of  the  MMI's  20  stocks  still  were  trading, 
albait  sporadically,  on  some  regional  stock  exchanges.  Just 
the  day  bstore,  Mr.  Mahlmann  [CBOT  chairman]  had  received  a 
phone  call  from  Beryl  Sprinkel;  the  chairman  of  the 
President's  Council  of  Econonic  Advisers  urged  him  to  keep 
th«  Board  of  Trade  open . . . 

'Ha  felt  we  had  to  stay  op«n  to  do  our  job  to  provide 
liquidity',  Mr.  Mahlmann  recalls.   Then  he  and  his 
executives  made  what  turned  out  to  be  one  of  the  most 
critical  decisions  of  the  day:  They  kept  the  Board  of  Trade 
open  and  continued  to  trade  the  HHI  futures  contract." 

As  these  examples  indicate,  "automated  trading  systems"  often 
may  be  unable  to  provide  the  kind  of  liquidity,  imnediacy  and 
continuity  which  users  of  U.S.  futures  markets  have  come  to 
expect.  Horeover,  they  operate  out  of  public  view,  not  subject  to 
the  same  careful  scrutiny  which  can  be  given  to  the  open  outcry 
auction  systsa,  operating  in  the  trading  pits. 


wall  strt^ft^  Journal.  November  20,  1987. 
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t«l«phonaa,  telstypea  and  C0DpuC«r  terminals  utlliE«d  Co  link 
raarkat  participant*,  ha«  facilitatad  rapid  growth  of  trading  in 
tha  ore  (toclc  narkat.   Trade  auacution  is  not  autonatad.   Harkat 
participants  nagotiate  vith  aach  other  on  the  telephone,  based  on 
informatJ,on  available  on  the  screen.   Despite  the  systen's  succsss 
in  fostering  growth  of  tha  market,  NASDAQ  experienced  a  breakdown 
during  tha  1987  stock  market  crash.   Immediacy,  cited  by  Grossman 
and  Klllarl/  aa  eaaantlal  In  the  case  at   CuCures  markets,  was  out 
of  tha  question  and,  for  long  periods,  trade  executions  of  any 
■art  ware  imposslbla .   Tha  Brady  report^/  concluded: 

"From  all  of  tha  avidanca  available  to  tha  Task  Force  it 
must  conclude  that,  despite  the  fact  that  throughout  the 
period  of  the  market  break  trading  continued  at  some  level  in 
almost  every  over-the-counter  stock,  the  many  participants 
who  co^lained  that  the  system  broke  down  were  accurate  in 
their  assessment,   for  customers  seeking  to  buy  or  sell 
over-the-counter  securities  bid-offer  spreads  were  wider  than 
normal.   Tha  execution  of  smaller  transactions  was  frequently 
delayed  by  the  shutting  down  of  SOES  (Small  Order  Execution 
System]  and  tha  other  automated  execution  systems  until  such 
time  as  the  markets  were  no  longer  locked  or  crossed.   Hhen 
such  executions  did  occur  they  were  often  at  prices 
draaaticBlly  different  from  the  price  at  the  time  the  orders 
ware  originally  placed.   For  others,-  Including  many 
institutional  investors  seeking  to  buy  or  sell  larger  blocks 
of  stocks  and  many  markets  makers  attempting  to  lay  off 
positions,  execution  was  often  difficult  to  achieve.   Many 
transactions  apparently  ware  executed  at  prices  far  different 
than  £hose  of  other  transactions  executed  at  or  about  the 
same  time. 

Transacti^ins  often  were  not  reported  promptly,  and  in 
many  Instances  it  appears  that  transactions  which  were  not 
reported  promptly  were  not  designated  as  having  been  reported 

late. 

Many  of  the  problems  in  the  over -tha -counter  market 
during  the  market  break  were  due  to  the  closing  down  of  SOES 
and  the  other  automated  systems  in  a  large  number  of  stocks. 
Tbls  placed  such  a  great  strain  on  the  market  participants 
who  now  had  to  revert  to  the  use  of  manual  systems  that  they 
could  not  interact  with  other  market  participants  in  the 
normal  manner.   Thns,  those  market  makers  who  may  have  been 
willing  to  trade  in  depth  were  often  so  busy  responding  to 
the  high  volume  of  phome  traffic  and  handling  paperwork  that 
many  customers  and  other  market  makers  were  unable  to  trade 
with  them." 

iT  Sanford  J.  Grossman  and  Merton  H.  Miller,  "Liquidity  and 
Market  Structure,"  The  Journal  of  Finance.  Vol.  43,  No. 3, 
July  1938. 
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A  survay  of  financial  market  uears  conducted  by  the  Brady 
task  Corca  ravaalad  that  this  OTC  market  was  the  poorest 
performing  O.S.  markat  during  the  1987  stock  market  crash,   whan 
asked  to  rate  the  quality  of  market  performance  on  October  19-20, 
19S7  against  norsal  parfoniance,  75. Bt  of  the  raspondsnts  fait  the 
OTC  markat  performed  "Vary  Poor  (lass  than  50%  of  normal  quality}" 
in  tarns  of  dissamination  of  price  and  market  information.   Stock 
index  futures,  traded  by  opan  outcry,  received  this  rating  from 
30. Bt  of  those  contacted.  Whan  asked  about  execution  and  clearing 
oC  trades,  64. 7t  of  the  respondents  gave  this  low  rating  to  the 
OTC  markets;  33. 7t  in  the  case  of  stock  index  futures.   The  New 
York  Stock  Exchange  and  the  Chicago  Board  Options  Exchange  markets 
also  received  higher  marks  than  NASDAQ.   Clearly,  in  the  viaw  of 
the  market  users  involved  in  the  survey,  the  "automated"  OTC 
market  experienced  much  more  serious  difficulties  than  the  opan 
outcry-based  futures  Barkats. 

In  contrast  to  tha  NASDAQ  failure  during  the  crash,  the  CBOT 
Major  Market  Index  {HHI)  futures  market  continued  to  function.  As 
noted  in  tha  press,!/  at  mid-day  on  Tuesday,  October  20: 

" 17  of  the  HMI's  20  stocks  still  Here  trading, 

albeit  sporadically,  on  some  regional  stock  exchanges.   Just 
tha  day  l>«fora,  Mr.  Mahlmann  [CBOT  Chaiman]  had  received  a 
phon*  call  from  Beryl  Sprinkel;  the  chairman  of  the 
President's  Council  of  Economic  Advisers  urged  him  to  keep 
tha  Board  of  Trade  open. . . 

'Wa  fait  wa  had  to  stay  open  to  do  our  job  to  provide 
liquidity',  Mr.  Mahlmann  recalls.   Than  he  and  his 
•xacutivaa  made  what  turned  out  to  be  one  of  the  most 
critical  dacisions  of  the  day:  They  kept  the  Board  of  Trade 
open  and  continued  to  trade  tha  HMI  futures  contract." 

As  these  exaivlas  indicate,  "automated  trading  systems"  often 
■ay  be  unable  to  provide  tha  kind  of  liquidity,  immediacy  and 
continuity  which  users  of  U.S.  futures  markets  have  come  to 
•xpect.  Moreover,  they  operate  out  of  public  view,  not  subject  to 
the  same  careful  scrutiny  which  can  be  given  to  the  open  outcry 
auction  systsH,  operating  in  the  trading  pits. 


Wall  street  Journal.  November  20,  19B7. 
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"Autoaated  systau. ..  .introduce  risks  that  Bust  b* 
controlled  to  ansura  that  thay  do  not  raduca  each  exchange's 
ability  to  provide  aflicient,  fair,  and  equitable  treatnent 
to  all  narket  participants.  Although  not  veant  to  b*   all 
inclusive,  the  following  list  identifies  some  generic  risks 
that  naad  to  be  addrasssd; 

Correct  processing:  the  need  to  ensure  that  the 

systea  hardware,  software,  and  comeuni cat Ions  parfora  as 
intended.  Risks  include  errors  that  cause  orders  to  be 
processed  incorrectly,  or  participanta  to  receive  privileged 

Responeiva  operations:   the  need  to  ensure  that  the 

systen  is  properly  sized  and  designed  to  support  timely 
operations  under  normal  and  high-volume  conditions.   Risks 
include  an  inefficient  system  design  and  inadequate 
transmission,  proceesiog,  and  sterage  capacities. 

Secure  operations:   tin  aae^  for  eetablished  oontrols 

to  prevent  authorized  access  and  the  misuse  of  automated 
systems.   Unauthorized  access  concerns  Incl-ude  the  failure  to 
establish  controls  over  who  can  enter  the  canputer  system 
processing  area,  who  can  use  the  sysbem  aad  who  con  access 
the  inforaation  contained  in  the  system.   Misuse  of  sutonated 
systems  includes  disabling  system  controls,  erasing  audit 
trails,  and  accessing  system  inforaation  in  an  unauthorized 
fashion. 

- — Continuous  service:   the  need  to  ensure  service  to 
users  in  the  event  cf  equipment  and  software  failures, 
natural  disasters,  and  intentioT»l  malicious  acts.   Risks 
include  a  lack  of  contingency  plans  to  ensure  that  systems 
could  conduct  rusrmal  operations  under  conditions  such  as 
floods,  fires,  etc." 

Taken  together,  the  difficulties  experienced  by  automated 
trading  systems  to  date  and  the  lack  of  certainty  regarding  their 
capabilities  and  potential  pitfalls  dictate  extreme  caution  in 
future  experiments  with  automation.   Computerization  is  not  the 
answer  to  all  concerne  with  market  performance.   Moreover,  the  new 
probleas  it  can  create  are  not  yet  known  or  understood. 


rutwrgg  HflrKeCSt Automation  Can  Enhance  Detection  of  Trarfa 

Abuses  But  Introduces  Mev  Risks.  General  Accounting  Office, 
September  1389. 
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nils  analysis  has  dlscusaad  the  importance  of  the  open  outcry 
auction  systam  of  trading  in  the  provision  of  transactions 
sarvicas  by  U  S.  futures  markets.   It  has  documented  the  inability 
of  automated  systems  to  achieve  the  same  efficiencies  as  opan 
outcry. 1/   An  excerpt  frora  a  recent  Institutional  Investor 
articla2/  summarizes  both  the  stren^^ths  of  open  outcry  and  the 
pitfalls  of  automated  trading: 

"Watch  the  govamoMnt  bond  futures  pit  at  the  Chicago 
Board  of  Trade,  and  you're  looking  at  aoina  sort  of 
thousand-araed  eonatar,  where  contracts  move  from  local  to 
local  as  fast  as  inpulsas  from  neuron  to  neuron. 

Making  traders  push  buttons  and  wait  for  machines  would 

significantly  alter  the  pace  of  trading.   In  particular, 
speed  is  critical  for  any  trader  making  markets  and  exposing 
quotes  for  other  traders  to  hit   This  was  a  eajor  gripe 
initially  among  SOFFEX  traders  in  Zurich.   "Trading  ia  a 
little  slow.   If  I  push  the  button  to  hold  my  quotes,  it  can 
taJce  tan  seconds,"  says  Alessandro  Pelli,  a  trader  at  Union 
Bank  of  Switzerland.   That  vay  sound  fast,  but  In  a 
Cast-Moving  aarketing  it  can  be  too  long. 

Perhaps  the  biggest  risk  of  an  automated  exchange, 
however,  is  one  that  is  connon  to  all  new  technology:   People 
will  cone  to  rely  on  it,  and  than  it  will  break  down.  On 
■oat  sytems,  traders  complain  that  the  system  slows  down  when 
things  get  busy,  which  of  coursa  is  precisely  when  they  want 


The  CBOT  continues  to  move  toward  the  incorporation  of  state- 
of-the-art  technology  into  its  markets.  The  exchange  is 
developing  a  screen  trading  system.  "Aurora,"  which  will  be 
utilized  in  making  CBOT  markets  available  at  times  of  the  day 
when  the  open  outcry  auction  system  is  impracticable.   It  is 
being  developed  as  the  only  available  alternative  by  which 
the  CBOT  can  make  its  markets  available  24  hours  a  day,  in 
.  demand  and  the  growing  threat  of 
i   exchangea.   The  Exchange  does  not 
.e  superior  to  automated  order 
■ly    as  efficient  as  open  outcry. 
Hence,  open  outcry  will  continue  to  be  used  whenever 
practicable.   The  exchange  is  proceeding  carefully  in 
developing  and  testing  Aurora  -to  Endure  it  will  not 
experience  the  difficulties  of  other  autonatad  systems. 
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The  dutias  and  powara  of  tha  Businaaa  conduct  coomittae  ar« 
<)«narally  dafinad  in  caoT  Rula  542.00  uhtch  providos  that  the 
Conttta«  ia  responsible  for  praventlng  price  manipulation  and  th« 
cornering  of  any  commodity  on  tha  Exchange   insuring  the  orderly 
liquidation  of  expiring  contract  montha  and  for  supervising  the 
business  conduct  of  all  mambara,  maabar  firms  and  other  persons 
with  trading  privileges.   In  regard  to  tha  latter  responsibility, 
two  Of  the  duties  of  the  Committee  Ate   (1)  to  enforce  tha  mininun 
capital  rules  of  the  Exchange,  as  approved  by  the  cftc;    and  (2)  to 
enforce  Exchange  Rules  and  Regulations  pertaining  to  the  handling 
of  customer  orders,  customer  accounts  and  margins.   Other  duties 
Include  reviewing  requests  from  firms  to  pre-pay  subordinated 
loans,  supervision  of  firms  that  are  regular  for  delivery  on  Board 
of  Trade  agricultural  contracts,  and  all  general  matters  of  manber 
aolvancy. 

Tha  ConMittaa  is  authorizad  to  Inpoaa  spaclfic  disciplinary 

sanctions  to  recommend  that  the  Chalman  impos*  restrictions  on 
the  operations  of  a  member,  mambar  firm  or  other  person  with 
trading  privileges;  and  to  impose  restrictions  on  member  PCHs  that 
tail  to  meet  the  capital  requirements  of  the  Exchange.   Tha 
Committee  also  is  authorized  to  order  any  membar  to  caasa  and 
dastat  from  past  or  proposed  conduct  that  It  finds,  attar  notice 
and  an  opportunity  for  hearing,  to  he  unfair,  unjust  or  in 
violation  of  CBOV  Rules  and  Regulations.   Tha  Committee  may  i.mpos« 
a  fine  of  up  to  twenty-five  thousand  dollars  (iiS.oaO)    for  each 
violation  and/or  suspend  a  member  for  up  to  ninety  (90)  days. 
Ceasa  and  Dasist  Orders  are  final  and  not  appealable.   As  an 
alternative  to  issuing  a  Cease  and  Oesist  Order  and/or  a  fine  in 
disciplinary  matters,  the  Committee  may  file  charges  against  a 
member,  member  firm  or  other  person  with  trading  privileges  with 
tha  Board  of  Directors. 

Decisions  of  both  the  Floor  Governors  Committee  and  Business 

Conduct  Committee  generally  are  appealable  to  the  Board  of 
Directors   The  Committees  may  also  refer  charqes  to  the  Board  for 
its  disposition  where  the  Committee  feels  its  sanctioning 
authority  is  too  limited  tor  the  severity  of  the  violations 
found.   Thus,  the  Board  functions  in  the  one  instance  as  a  pure 
"appallota"  body,  and  in  the  other  purely  as  a  sentencing  forum. 
"In  either  instance,  a  general  right  of  appeal  from  a  Board 
decision  to  tha  CFTC  is  provided  by  Part  Eight  Of  CFTC 
Regulations. 

Hambar  disciplinary  committees  are  uniquely  qualified  to 
enforce  Exchange  rules.   The  knowledge  of  trade  praotloas  and 
experience  with  the  business  of  futures  trading  possessed  by  these 
members  cannot  be  duplicated  outside  the  Exchange.   Members  of  tha 
Floor  Governors  Committee  and  Business  Conduct  Committee  typically 
have  ten  to  twenty  years  experience  in  futures  trading,  most  of  it 
at  the  Exchange    This  member  expertise  is  an  invaluable  and 
irreplaceable  asset  in  the  oversight  and  enforcement  of  Exchange 
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ov«r«aas;  products  off«r«d  by  foralcin  axchangea  hav*  bvcoae  mora 
divaraa  aa  Cha  banaflts  of  futurea  marlcata  bacon*  battsr 
undaraCood.   Foraign  axchangaa  now  conpeta  diractly  with  Anarican 
axchangaa;  thara  ara  now  saveral  contracts  tradad  on  foreign 
•xchangas  which  ar«  idantical  to  contract*  tradad  donaatically . 

Tha  statistics  «ra  aobaring.  If  not  frightening. 

In  the  paat  four  yaara,  the  Board  of  Trade  has  increased  its 
total  voiuiM  of  contracts  tradad  by  91%.  Howavar,  during  that 
same  period,  tha  Exchange's  market  share  of  world-wide  futures 

voluna  daereaaad  by  3.6  percent   from  37.6%  Of  the  World  market  to 

34%) .  Tha  reason  the  Exchange  lost  world  market  share  was  that 
foraign  exchange  volune  grew  22fil>  <Saa  Appendix  1,  Table  1  and 
Figure  1) . 

In  1985,  tha  ten  most  activaly  tradad  futures  contracts  In 
the  world  were  all  Onited  States  products.   By  1966,  the  fifth 
most  actively  traded  contract  was  Japanese,  a  position  which  It 
continues  to  hold  today   By  19S7,  the  seventh  most  aotivfily 
traded  contract  was  French  today,  the  French  Bond  Futures 
contract  has  grown  to  occupy  the  nunber  six  position  on  the  list. 
(Sas  J4>pendlx  1     Table  3    In  1985,  no  foreign  Cuturae  contracts 
war«  a»ong  tha  twenty-five  most  activaly  tradad.  Today,  six  of 
the  top  tw«nty-(iv*  are  foraign  contracts.   fSe*  Appendix  i, 
Table  4 ) . 

Prom  1984  to  1988,  tha  nuabar  of  donastlc  futures  contracts 
trading  grew  34%.   But  the  number  of  foraign  futures  contracts 
trading  grew  by  84%  in  that  same  period.   fSee  Appendix  1,  Table 
2).      The  London  International  Financial  Futures  Exchange  ("LIFFE"] 
trades  a  U.S.  Treasury  Bond  Futures  contract  identical  to  the 
Board  of  Trade's  most  actively -traded  contract.  Volume  in  the 
LIFFE  U.S.  T-bond  contract  has  tripled  since  1985  to  over  two 
■lllion  contracts  per  year. 

statistics  prove  that  market  users  ara  willing  and  able  to 
quickly  shift  their  market  activity  overseas.  For  example,  U.S. 
Treasury  Bond  futures  trading  was  bristt  following  the  October  19, 
1987  stock  market  break.   On  Tuesday,  October  iO ,  prices  of  the 
Board  of  Trade  s  Bond  futures  contract  increased  up  to  the  upper 
Unit  allowed  for  a  single  day;  as  required  by  Exchange  rules 
trading  in  T-bond  futures  was  affectively  stopped.   As  a   result, 
lass  than  3S,000  T-bond  contracts  were  traded  during  daytime 
trading  at  the  CBOT  on  October  20  compared  to  the  daily  avetage 
volume  of  28*  505  during  October,  19B7.   Instead,  market  users 
shifted  their  activity  overseas  to  the  LITFE  when  their  needs 
could  not  be  met  in  tha  U  S.   Volume  in  the  LIFFE  T-bond  contract 
exploded  to  over  47,000  contracts  traded  on  October  20,  nearly 
eight  times  its  average  daily  volume  of  6,200  for  the  first  ten 
nonths  of  1987.   (See  Appendix  1,  Table  6).      The  Increase  in 
volume  at  the  LIFFE  might  have  been  even  greater  had  market  users 
been  more  familiar  with  that  exchange  and  had  they  not  had  such  a 
strong  preference  for  the  CBOT  margin  and  clearing  system. 
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Da«pit«  th«  v«ll-known  Incagrlty  and  liquidity  of  th«  CSOT 

T-iond  contract,  participants  in  the  T-bond  marJcet  sought  risk 
nansQMMnt  Barvlces  elsewhere  C)rice  trading  in  tha  CBOT  market 
stoppad.   This  avant  demonstrates  the  aaaa  of  ahlfting  futursa 
Barkat  activity  abroad  If  necessary.   Thus,  avan  tha  world  s  most 
actlva  futures  contract  la  vulnerable  to  fcralgn  compatitlon. 

It  is  claar  that  thare  ara  now  nunacoua  risk  aanagamant 

vehicles  available  to  thosa  who  naed  to  hedge  against  price  risk 
and  to  speculators  who  are  willing  to  accept  that  risk   American 
futures  narkets  compete  not  only  with  foreign  futures  exchanges 
taut  also  with  alCernativa  risk  oanaganent  vehicles  such  Sa  forward 
contracts  swaps  caps,  collars  and  other  of f-oKchange, 
unregulated  products    These  various  risk  aanaqansnt  products  ara 
available  at  the  touch  of  a  telephone  button;  global  Markets  ara 
all  aaaily  accassed  and  are  becoming  mora  familiar  to  narkat 

The  availability  of  so  many  o'char  methods  and  locations  to 

conduct  risk  inanagement  means  that  any  incraaaa  in  tha  costs  of 
using  one  of  these  vehicles  can  result  in  a  huge  disadvantage 
relative  to  the  competition.   This  high  degree  of  competition 
means  that  market  users  benefit  as  each  provider  must  keep  Its 
costs  low  and  the  guality  of  customer  service  must  be  naintainad 
in  order  to  keep  customers,   on  the  other  hand,  any  regulationa 
that  increase  the  cost  of  using  futures  markets  or  reduce  tha 
quality  of  customer  service  being  provided  will  put  the  U.S. 
futures  industry  at  a  competitive  disadvantage,   fo  choose  but  one 
instance,  restrictions  on  broker  trading  would  reduce  the 
efficiency  of  U.S.  futures  markets  and  uoilld  lower  the  quality  at 
service  provided  to  users  oC  these  markets.   (It  should  be  notad 
that  broker  trading  commonly  is  permitted  in  foreign  markets.} 

In  tha  face  of  such  intense,  dedicated  international 
competition  for  what  were  only  a  few  years  ago  uniquely  American 
Markets,  congress  must  carefully  consider  its  actions  to  avoid  any 
action  which  could  cripple  domestic  futures  markets  Evan  toraiqn 
journalists  whose  hone  markets  stand  to  benefit  from  any  hasty 
U.S.  legislative  reaction  bave  sxpressly  cautioned  us  not  to  enact 
ill-considered  legislation. 

".Aaerica's  politicians  would  tharsfore  be  well 
advlaad  to  temper  their  natural  desire  to  "do  something" 
and  -refrain  from  hasty  ill-considered  regulation  of 
Chicago.   That  "casino",  as  it  is  described  by  its 
opponents,  is  in  fact  one  of  America  s  most  successful 
industries....   Tokyo  and  London,  not  to  mention  other 
financial  centres,  would  clearly  love  to  get  a  bigger 
slice  and  will  seize  any  opportunity  to  do  so.   It  was, 
it  needs  to  be  remeabered.  Ill-considered  American 
legislation  in  the  1960's  that  allowed  London  to  become 
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the  centre  of  the  international  debt  narketa,  usually 
known  ae  the  EuroBarkaCs."   Future  Peraanent.  The 
Economist,  June  11,  198B. 

Today,  we  have  the  beat  Cuturas  markets  in  the  world,  reputed 
for  iMth  their  cost  efficiency  and  market  integrity.  He  must 
carefully  preaerve  that  delicate  balance  in  the  face  of  our  less 
regulated  foreign  coepetition  as  wa  consider  any  proposals  for 
regulatory  change.   Wa  vuat  not  dacaiva  ourselves  into  thinking 
that  our  foreign  coepetitors  will  not  create  a  quality  product  at 
the  lowest  price  possible.   The  proof  is  self-evident;  they  have 
done  so  in  countless  other  industries  where  the  United  States  was 
only  recently  the  world  leader. 

orataiaHT  t   ektorcembiit 

Competition  for  market  share  is  not  dependent  solely  on 
market  liquidity  and  efficiency.   Market  users  value  the  integrity 
of  the  tradir^g  process  vary  highly.   While  strict  member  admission 
standards  and  vested  self-interest  form  the  foundation  of  market 
integrity,  vigorous  oversight,  surveillance  and  enforcement  are 
also  of  paramount  importance.   As  a  membership  self -regulatory 
organization,  the  Board  of  Trade  insures  compliance  with  fair  and 
equitable  trade  practices  principally  through  the  Floor  Governors 
committee,  the  Business  Conduct  Committee,  and  the  Board  of 
Directors. 

The  duties  and  powers  of  the  Floor  Governors  Committee  are 
generally  defined  by  CBOT  Rule'  543.00  which  provides  that  the 
Committee  shall  assure  that  the  practices  and  conduct  of  members 
of  the  Association,  member  firms  and  other  persons  with  trading 
privileges  on  the  Exchange  Floor  are  in  compliance  with  the  Rules 
and  Regulations  of  the  Association.   The  Committee  is  authorized 
to  take  action  against  persons  and  firms  including;   (1}  dismissal 
of  charges  and  closing  the  matter;  (2)  issuance  of  a  warning 
letter;  or  (3)  issuance  of  preliminary  charges  and  scheduling  of  a 
hearing  on  the  merits.   If  preliminary  charges  are  Issued,  the 
Committee  will  afford  the  respondant(s)  an  opportunity  for  a 
formal,  evidentiary  hearing  of  record  with  right  to  counsel.   If, 
after  hearing,  the  Committee  determines  rule  violations  have 
occurred,  the  Committee  may:  (i)  Cine  up  to  tan  thousand  dollars 
(SlO,00O)  per  violation;  and/or  (2)  suspend  the  respondent  for  up 
to  ninety  (90)  days  per  incident;  or  (3)  may  charge  the  respondent 
and  refer  the  matter  to  the  Board  for  the  imposition  of  sanctions. 

Additionally,  Regulation  540.09  provides  respondents  with  the 
opportunity  and  means  to  settle  preliminary  charges.  Settlements 
may  be  accepted  on  such  terms  and  conditions  as  the  Committee  may 

deem  appropriate. 
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r«latlonships  which  aay  potentially  b*  disruptivs  Co  tha 
narkatplac*.   Statistical  reports  including  historical  markat  data 
are  also  compiled  weekly. 

During  a  month  in  which  a  futures  contract  is  eligible  tor 
delivery  or  expires,  Harlcet  Surveillance  may  be  in  frequent 
contact  with  aajor  participants.   Nith  respect  to  stock  J 
futures  contracts,  Market  Surveillance  communicates  with 
of  an  intermarket  surveillance  group  that  includes  staff  from  the 
Hev  York  Stock  Exchange,  the  American  Stock  Exchange,  the  Chicago 
Mercantile  Exchange,  the  Chicago  Board  Options  Exchange,  the 
Philadelphia  Stock  Exchange  and  the  Kansas  City  Board  of  Trade. 

The  OIA'a  Financial  Surveillance  Department  ensures  that  all 
Board  of  Trade  meaber  firms  comply  with  the  Exchange's  capital 
rules  and  capital  guidelines.  The  Financial  Surveillance 
Department  routinely  analyses  the  financial  health  of  member  firms 
with  the  Simulated  Analysis  and  Financial  Exposure  ("SAFE") 
system,  the  most  sophisticated  computerized  financial  surveillance 
program  in  the  futures  or  securities  industries.   The  SAFE  system 
evaluates  the  risk  of  member  firms  at  current  market  levels  and  at 
a  variety  of  combinations  of  different  market  and  volatility 
levels.   The  SAFE  aystem  generates  approximately  one  hundred 
different  reports,  including  but  not  limited  to  pay/collect 
inf oraatlon.i/  margin  data,  and  large  trader  reports.   The  OIA 
shares  use  of  the  SAFE  system  with  the  Board  of  Trade  Clearing 
corporation,  which  developed  the  system.   Recently,  the  securities 
and  commodities  exchanges  have  formed  the  intermarket  Financial 
Surveilance  Group  ("IFSC")  to  share  and  coordinate  in  matters 
relating  to  financial  concerns.   cftC  and  SEC  representatives  also 
serve  as  advisors  to  this  group.   The  IFSG  continues  to  evaluate 
the  risk  of  futures  option  and  securities  business  to  coordinate 
in  the  oversight  of  market  participants. 

Any  actual  or  potential  problCMS  discovered  during  the 
analysis  results  In  an  Immediate  phone  call  to  the  firm  or  an 
on-site  financial  review.   Member  firms  are  also  required  by  the 
Board  of  Trade  regulations  to  notify  the  Financial  Surveillance 
Department  of  changes  In  key  financial  data. 

The  OIA  Audits  Department  conducts  biennial  reviews  of  the 
books  and  records  of  each  Board  of  Trade  meTnber  firm  that  Is 
registered  as  a  Futures  Commission  Merchant  {"FCMs"]  to  determine 
compliance  with  Exchange  rules  and  regulations.   Audits  focus  on 
the  rims'  financial  and  oonpllance  procedures.   During  a 
financial  audit,  a  firm's  financial  condition  is  analyzed,  along 
with  the  composition  of  balance  sheets  and  capital  computations  to 
verify  that  the  firm  has  appropriate  procedures  to  ensure  the 
continuous  submission  of  accurate  financial  information  to  the 
Exchange.   Also,  customer  balances  are  reviewed  and  the  proper 
segregation  of  customer  funds  is  verified. 
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I  ttj^lJMKM  portion  oX  Vb»  •ndit  •kmiItw*  •  wwilair  tiza'k 
'         r  ontar  pr^p«r«Clati  and  procvssing  sar^inm, 
aamCMt±aD  and  dixcraUonary 
I  i.a<ii— d  CO  «siablisb  that  tb* 
flza  ia  ptopMly  acconHttaq  for  cuatc— r  Cran^actiong .      Rm  Audita 
'  i«  *unn.ij«  sal*s  practice  rwi«vs  oS  iwwtBar 
I  and  gnazastaad  intxodocing  Imkars.      nias* 
nlicitatlon  ol  cosCoaar  accounts  and  custoanr 

One  at  tba  priscipal  tools  osad  by  d^  tc  conduct  its  aarlcat 
rvaillanc*  and  lovaKtlQatlon  ra^ponsibilltias   is  tha 
votarixad  Trads  Bacsnstmction  Sys£*a  and   its  darivativa 

,    cnt-Flns.      cnt  is  tba  world's  aost  ->^<.'rif-»t-»rt  aazlcat 
andit  trail.      C^  daana«nts  tdio  tradad  lAat  quantity  of  wbich 
cootratr^s  at  id>at  prica  and  ttaa  datazmiaad  Tiaa   at  axacution  ia 
statad  to  tba  naarast  saeond  for  all    (lOOt)    of  tba  contracts 
tradad  od  tba  Esdkanga.      Critically,    CTR  data   is  availabl*  within 
tMenty-four  hoars - 

Cnaatad  ty  tha  EKcbanga  in  t9S4   in  conjunction  with  tha 
Oiicago  Hal  i  aiiT  i  1  ■   EKCbanga,    CUt  aliainatas  tba  possibility  of 
individual  bmna  aanipulatioD  of  tiaas,   without   impairing  aarkat 
liqoidity  as  woold  iji.i.tir  bjr  ragniring  tradars  to  mark  axacution 
tiaes.      CIS  is  tba  softuara  sarriaga  of  two  indapandant 
ooapDtarlsad  trada  records,   th«  claaring  trad*  sattlaawnt  racord 
and  tha  price  v^xirting  tiaa  and   salaa   journal.      By  aliainating 
reliaaca  i^on  buaan  recording  of   tiaas,    CSS  anbancas   raliability 
of  tha  audit  trail  data. 

CZK-Plns  is  ooaq^isad  of  the  co^Mitarisad  programs  dasignad 
by  OXA  staff,    aaaliai    ccaaittaes  and  ootsida  professional 
coaaoltants  to  Monitor  trad*  activity  via  cco^^otar.      Although  it 
praivioosly  relied  upon  statistically  valid  trade  sai^lvs,    ClV-Plus 
DOW  raviaws   loot  of  the  En^iange's  trading  activity  with  a  variety 
of  *eipb ist icatad  surveillance  programs .     These  programs  monitor 
for  potantial  abuses  such  as  trading  ahead  of  customer  orders 
(■broker  frontrunning') ,   crossing  orders,   taking  tha  opposite  side 
of  a  custoaer  order,    prearranged  trading,    ring  trading,   wash  sales 
and  other  similar  potantial  violations  of  Exchange  and  CFTC  trade 
r egulat  ions . 

Simply  stated,    CTR  is  the  world's  best  audit  trail  and 
CWl-Plus  the  world's  most  sophisticated  trade  surveillance 
program.      Nevertheless,    the  Board   of  Trade  recognites  that  success 
is  a   journey,    not  a  destination.      I^rovaments  are  always 
possible,     nierefora,   an  Exchanga  selact  oversight  coamittae  has 
baen   intensively  reviewing  CTR  and  CTR-Plus  to   ia^rov*  their 
accuracy  and  effectiveness.      Those  enhancenents  adopted  to  date 
are  specified  hereafter. 
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In  1989,  an  industry  group  was  fomad  callkd  tb*  Joint 
Covpllanca  coamittea  ("JCC") .   JCC  la  coaprlaed  at   all  U.S. 
futures  axchangaa  and  la  attandad  by  rapraaantatlvea  of  Che  CFTC. 
Tha  group  tiaa  bagun  tha  ongoing  process  of  evaluating  various 
■ethods  used  by  axchangas  to  datact  trade  practice  abuses  and 
their  af factivenesa,  and  to  insure  tha  highest  level  of  confidence 
and  Integrity  within  the  industry  as  a  whole. 

Additionally,  the  Board  of  Trede  and  tha  Chicago  Mercantile 
Exchange  have  agreed  to  combine  their  reapactive  systana  and 
expertise  to  create  one,  unified  audit  trail  and  surveillance 
systan  which  can  be  used  industzy-wide.   The  resulting 
enhancements  and  inproveinents  to  tha  audit  trail  and  related 
analytical  systsns,  already  the  world's  beat,  will  serve  aa  a 
nodel  to  other  markets  and  a  tonnldabla  deterrent  to  any  potential 
trade  practice  abusers. 

THE  TtPtRKL   IHVEaTiaATIOH 

This  connittee  is  well  aware  that  in  July  indlctnents  were 
issued  against  twenty-one  (zi)  traders  and  one  cleric  at  the 
Chicago  Board  of  Trade  and  twenty-four  (2*)  individual*  at  the 
Chicago  Mercantile  Exchange.   Of  those  Individuals  alleged  to  bava 
been  involved  in  trading  irregularities  at  tha  Board  of  Trade,  at 
this  tisa,  seven  have  entered  pleas  of  guilty.   These  guilty  pleas 
encompass  fifteen  {15}  counts  of  wrongdoing,  of  which  at  least 
four  counts  are  misdemeanors. 

Initially,  tha  Board  of  Trade  does  not  condone  —  and  never 
has  cond(»riad  —  fraud  or  any  other  trade  practice  abuse.   The 
Exchange  has  consistently  charged  and  sanctioned  rule  violators 
with  penalties  ranging  from  fines  to  suspensions  and  expulsions. 
He  have  developed  CTR  and  CTR-PLUS  as  part  of  our  conmitaent  to 
the  goal  of  ensuring  fair  and  honest  markets  on  which  the  publio 
and  member  alike  can  rely.   Should  any  federal  investigation 
result  in  proven  causaa  of  fraud,  we  endorse  and  support  the 
elimination  of  dishoneat  traders  fran  tha  markets. 

The  Board  of  Trade  has  repeatedly  stated  its  position  Chat 
even  one  Instance  of  wrongdoing  on  its  trading  floors  is  one  too 
many.   But  we  must  also  remember  that  all  allegations  made  against 
the  traders  who  have  entered  not  guilty  pleas  are  just  that, 
"allegations."  They  are  entitled  by  law  to  presumption  of 
innocence  until  proven  guilty. 

Moreover,  we  cannot  lose  sighC  of  what  is  known  and 
estab,lished  presently.   What  is  known  is  Chat  the  United  states 
Attorney  has  assured  the  Board  of  Trade  that  Che  Exchange  itself 
is  not  the  target  of  any  investigation.   What  is  also  of  record  is 
the  thoroughness  and  stringency  of  Exchange  member  admission 
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policies  and  practices.  What  is  established  Is  the  excellence  of 
the  Board  of  Trade's  CTB-PIqs  system,  a  system  which  identified 
orier  to  subpoenas  beinq  issued  the  suspicious  trading  practices 
of  an  FBI  *Bole*  trading  as  a  member.  Most  importantly,  what  ie 
evidenced  by  the  market  enhancefflents  detailed  below  is  the 
unconpronislng  dedication  of  the  Board  of  Trade  to  improving  its 
already  excellent  oversight  and  enforcement  programs. 

AWBOTBD    MXRKET    EWHMCEMEMT8 

There  can  be  no  doubt  that  the  history  of  the  Board  of  Trad* 
to  thie  day  ia  a  unique  and  enviable  story  of  success.   From 
pioneering  fair,  liquid,  efficient  agricultural  futures  in  the 
previous  century  to  the  introduction  of  financial  futures,  the 
creation  of  trading  options  on  equity  securities  and  the  growth  of 
the  world'f  largest  futures  contracts,  the  Board  of  Trade  has  an 
unsurpassed  record  of  achievement. 

Nevertheless,  the  Board  of  Trade  recognizes  that  innovation 
and  inprovement  are  on-going,  evolving  efforts,  not  merely  an 
excuse  to  point  with  pride  to  past  achievements.   The  Exchange  is 
constantly  oxanlnlng  its  market  mechanisms  and  surveillance 
techniques  to  Insure  the  continued  success  and  user  confidence  in 
our  markets. 

In  recent  months,  the  spotlight  cast  by  t 
investigation  and  subsequent  indictments  inter 
Trade's  existing  evolutionary  development  of  market  mechanism 
refinements  and  surveillance  system  improvementa .   While 
self -regulation  and  self-interest  alone  would  require  such 
examination,  the  potential  tor  lost  public  confidence  in  the 
integrity  of  these  markets  demanded  a  redoubled  effort. 
Consequently,  numerous  Exchange  committees  were  delegated  the  task 
of  a  thorough  review  and  examination  of  numerous  Issues  Including 
trade  practices,  trade  rules,  CTB  and  CTR-Plus  refinements  and 
membership  qualifications. 

That  review  process  has  culminated  in  nineteen  (19)  major 
recommendations  which  have  been  approved  by  the  Eoard  of  Directors 
for  implementation   The  Exchange  s  Board  of  Directors  and 
membership  believe  this  program  of  anhancemcnts  to  existing  rules 
and  systems  will  make  significant  substantive  improvements  to  the 
already  efficient  functioning  of  our  markets  as  well  as  help  to 
assure  that  degree  of  public  conCidence  necessary  for  the  markets 
to  function  effectively.   A  brief  description  of  each  action 
follows. 
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^romr  (Dual)  Trading 

□•aplt*  ttim   lack  of  allagatlona  of  dual  trading  abuasa  In  'tha 
fadaral  invaatlgation,  thoaa  who  hava  long  Dlsundaratood  tha  rola 
and  valua  of  brokar  trading  hava  chosan  to  uaa  this  lagislation  as 
an  "opportunity"  to  raaurract  thair  objactiona  and 
■laconcaptiona .   Thua,  It  appaara  that  Congraas  auat  (onca  again) 
carafully  study  and  svaluate  tha  function  that  brokar  trading 
perforaa  in  tha  markata. 

Tha  practlca  of  brokar  trading,  or  trading  as  a  principal  and 
aa  an  agant,  is  widaapraad  in  tha  Unitad  Statas  and  abroad.   For 
example,  brokar  dealars  as  wall  as  futures  coBmlaalan  merchants 
("FCH's")  trade  for  the  firm's  proprietary  account  and  alao  handle 
customer  orders.   Securities  specialists  are  not  only  permitted, 
but  in  soma  Instances,  obligated,  to  trade  for  their  own  account 
uhils  simultaneously  axacuting  customer  ordsrs.   Thus,  any 
•xamination  of  floor  broker  trading  in  futures  contracts  also 
should  require  review  of  the  Identical  phenomena  in  the  structure 
of  FCH'b,  broker  dealers,  securities  specialists  and  others. 

Broker  trading  provides  s  significant  benefit  to  the  futures 
markets.   It  adds  substantial  liquidity  to  tha  market.   For 
example,  over  a  three  week  period  in  fourth  quarter  19SS  in  the 
Exchange's' Treaaury  Bond  futuree  contract,  broker  traders  exacutad 
an  average  of  almost  5S,000  contracts  per  day  for  their  own 
account.   The  Exchenge'a  updated  analylal^  (attached  hereto  as 
part  of  Appendix  2)    shows  that  futures  market  liquidity  provided 
by  broker  trading  may  amount  to  as  much  as  80. Ot  on  a  daily  basis 
across  all  contracts  analyzed  and  as  much  as  54.0%  in  the 
Exchange's  nost  active  contracts.   Because  broker  traders  are  not 
solely  restricted  to  trading  for  their  customers,  they  can  trade 
for  their  own  accounts  in  slower  markets,  during  less  active  times 
of  the  day  In  a  given  market,  or  In  any  situation  where  additional 
market  making  services  are  needed.   Thus,  there  are  more  buyers 
and  sellere  In  the  markets  and  more  capital;  this  permits  orders 
to  be  executed  more  easily  and  at  lower  cost.   The  study  explains 
more  fully  the  mechanisms  by  which  this  liquidity  la  provided  by 
broker  traders  (for  the  benefit  of  all  market  users) ,  presents 
further  statistics  describing  the  extent  of  broker  trading 
activity,  and  explains  why  certain  other  possible  means  of 
providing  market  liquidity  are  not  substitutes  for  broker  trading. 

Broker  trading  is  particularly  valuable  to  the  Board  of  Trade 
because  of  tha  nature  of  our  markets.   Extensive  spreading 
activity  has  characteriiad  the  contracts  at  the  Exchange,  which 
together  with  broker  trading  has  been  a  key  part  of  these 

1/  The  study  notes  the  Exchange's  objections  to  the  definitions 
which  the  CFTC  required  the  Exchanges  to  use  for  purposes  of 
the  data  analysis.  Therefore,  more  analysis  is  necessary  to 
verify  the  accuracy  of  the  data  as  requested  by  the  CFTC. 
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paxticulax  sarkets  and  has  helped  ttiea  becoBC  tbe  most  afficianc 

in  th*  vorld.   The  price  relationships  aaong  the  delivery  nonChs 
iji  tta«  grain  contracts,  Zar   exaaple,  are  the  basis  for  hedging 
long  ^en  storage  costs,  an  application  of  spreading  which  is  an 
integral  part  of  the  0.5.  agricultural  industry.   Likewise,  the 
coat  -of  carrying  governnent  securities  can  be  hedged  through 
spreading  in  contracts  such  as  Treasury  Bond  futures  at  the 
Exchange.   The  role  of  broker  traders  is  particularly  critical  in 
facilitating  inter-  and  intra-natket  spreading,  thus  distributing 
liquidity  across  connodities  and  delivery  months  and  forcing 
bid/ask  spreads  (custoscr  costs)  as  low  as  possible. 

In  addressing  concerns  tliat  potential  trading  abuses  nay  be 

associated  with  broker  trading  ue  must  carefully  differentiate 
between  the  valuable  practice  of  brolter  trading  and  the  potential 
trading  abuses  which  may  use  that  practice  as  a  vehicle.   By 
analogy,  the  practice  of  check  writing  is  occasionally  abused  by 
50»e  who  draft  fraudulent  checks.   Restricting  or  prohibiting 
check  writing  would  not  address  the  abuses,  but  it  would  destroy  a 
valuable,  legitimate  economic  activity.   Ensuring  that  a  sound 
iseans  of  detecting  abuses  is  in  place  and  that  a  stringent  set  of 
sanctions  has  been  defined  and  is  applied  as  appropriate  is  a  more 
■direct  and  logical  approach  to  dealing  with  trading  abuses  than 
the  restrictions  or  prohibitions  of  broker  trading  which  some  have 
proposed.   Importantly,  this  approach  would  not  damage  market 
performance  as  a  broker  trading  curb  would. 

It  is  critical  to  keep  in  mind  that  the  Exchange's  CTR-Plus 

systea  enables  OIA  to  easily  pinpoint  any  instances  of  abuse. 
Additionally,  enhancements  which  have  been  'made  recently  and  which 
are  planned  in  this  system  will  further  insure  even  greater 
deterrence  of  potential  abuses,  especially  given  the  severe 
penalties  which  are  applied  if  such  trading  abuses  are  detected. 
This  self -regulatory  system  which  combines  ease  of  detection  witb 
strict  penalties  provides  an  effective  deterrent  of  potential 
abuses  which  may  be  associated  with  broker  trading  at  the 
Exchanges . 

The  experience  of  the  doaestic  grain  markets  (principally 
corn,  vheat,  soybeans  and  oats]  from  1983  to  date  is  a  vivid 
illustration  of  one  aspect  of  broker  trading's  value.   Beginning 
in  1984,  these  markets  experienced  a  "depression"  characterized  by 
abundant:  domestic  supply  and  stable  prices.   For  the  futures 
markets,  this  situation  neant  vastly  decreased  need  to  hedge  risk 

since  cash  market  price  risk  was  reduced)  and,  consequently, 
decreased  futures  market  volume.   For  four  years,  floor  brokers 
and  independent  traders  experienced  a  "drought"  of  business  and 
concomitant  decreased  opportunity  to  earn  a  living.   Many  were 
farced  to  leave  the  pit;  some  were  forced  to  sell  their 
meiDberships.   Then,  suddenly  in  1988,  the  drought  market  greatly 
increased  price  uncertainty;  thus,  the  need  to  hedge  price  risk 
exploded  virtually  overnight.   With  that  need  cane  increased 
futures  orders  and  volume. 
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Critically,  had  brolcars  not  b«*n  abl*  to  trad*  tor  thair  own 
accounts  during  ths  i984   19SS,  19S6  and  1987  BarkaCa,  many  nora 
would  have  baen  forced  to  leave  tha  pit  and  saak  thair  livlnq 
•laawhar*.   Had  that  happened,  the  198S  market  users  would  have 
found  faw,  if  any,  experienced  brokers  to  execute  their  orders  and 
vastly  reduced  narket  liquidity. 

Futures  markets  are  not  indestructible;  they  are  highly 
fragile.   Banning  broker  trading  could  veil  set  Aaorlca  up  to  lose 
its  ability  to  price  its  own  -conmoditias;  the  experience  of 
1984-19B8  markets  vividly  EhowB  how  that  Could  occur. 

However  confident  the  Board  Of  Trade  Is  regarding  the  value 
of  broker  trading  and  the  ability  to  detect  and  punish  potential 
abuses  we  recognize  that  the  public  debate  generated  concerning 
the  subject  requires  careful,  professional  analysis.   For  that 
reason  the  Exchange  has  retained  Dr   sanford  Crossman  the  John 
L.  Weinberg  Professor  of  Economics  at  Princeton  University  to 
complete  a  detailed,  empirical  study  of  broker  trading.   Dr 
(Sroasnan  Is  a  world-renowned  market  expert  who,  lOmOng  other  recent 
duties  was  a  primary  contributor  to  the  report  of  former  (J  S. 
Attorney  General  Nicholas  de  B.  Katzenbach  to  the  Hew  York  Stock 
Exchange  following  the  October  1987  stock  market  crash.   Dr. 
Grossaan's  preliminary  findings  are  refarancad  herein. 

With  expert  analysis  such  as  that  provided  by  Dr.  GrossBan, 
Congress  will  be  able  to  assess  better  the  true  value  of  broker 
trading  to  our  vibrant  but  fragile  futures  markets.   Armed  with 
such  background,  we  should  all  be  In  a  position  to  daCamlne  what 
modification,  if  any,  is  necessary.   In  so  doing,  we  must  also 
carefully  evaluate  the  differences  in  different  markets. 

Additionally,  trade  patterns  and  practices  vary  widely  from 
exchange  to  exchange  and  even  within  different  markets  on  each 
exchange.   Therefore,  only  through  "raanagement-by-objective"  — 
the  setting  of  ultimate  goals  to  be  achieved  by  a  variety  of  means 
—  can  regulation  in  this  critical  area  function  without  risking 
irreversible  damage  to  the  markets.   Since  we  all  share  the  common 
objective  of  honest,  liquid,  efficient  futures  markets  the 
Exchange  is  confident  that  a  management-by-objective  regulatory 
approach  for  broker  trading  will  work  as  well  as  this  approach 
worked  in  1986  when  the  CFTC  adapted  it  for  the  audit  trail 
question. 

Exchange  Surveillance  Enhancements 

The  Board  of  Trade  s  market  surveillance  system,  CTR-PLUS,  is 
built  upon  the  world  s  finest  audit  trail,  CTR.   Regardless  of 
their  excellence,  CTR  and  CTR-PLUS  are  new  systens,  fully 
operational  only  since  July,  1987.   Therefore,  independent  of 
recent  events,  the  exchange  has  been  evaluating  Improvements  and 
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card*.  Th«  accuracy  of  thoaa  systems  will  b*  further  anhancad  by 
Board  approval  of  nau  raquirananta:  (i)  all  trading  card  records 
must  be  accounted  Cor;  (2)  all  trading  cards  aust  be  collactad  by 
clearing  tlma  on  an  hourly  basis  and  tine- stamped,  thus  insuring 
the  trading  cards  are  out  of  the  traders'  hands;  and  (3}  all 
trades  nuat  be  submitted  to  the  Clearing  House  within  one  hour  oC 
collection.  These  steps  will  not  only  enhance  the  audit  trail  and 
surveillance  systems,  but  the  clearing  process  as  wall. 

(6)   CTR-PLUS  has  been  technologically  enhanced. 

Being  a  computerized  system.  CTR-PLDS  Is  able  to  be  improved 
by  technological  innovations  and  enhancements.   The  Board  has 
approved  several  such  enhancements  to  CTR-PLUS  including:   (1)  an 
expanded  relational  data  base  to  permit  more  rapid  investigations 
of  trading  activities  extending  back  in  time  f i . a .  expanding  fro« 
a  "snapshot"  of  trading  activity  to  permit  an  investigator  to 
acroll  over  an  extended  period  of  trading  activity);  (2)  expansion 
of  the  number  and  nature  of  surveillance  tests  conducted  on  a 
routine  basis;  (3)  use  of  expert  systems  technology  which  will 
permit  investigators  to  quickly  design  programs  to  specific  needs; 
and  [4]  expanded  storage  capacity  which  will  permit  rapid  acceaa 
to  one  year's  data.   These  technological  enhancements  should  speed 
investigations  and  Increase  the  efficiency  of  professional 
investigator  rasourcas. 


h   critical  elenant  of  CTR  and  CTR-PLUS  is  accurate  times. 
Currently,  there  is  no  requirement  that  the  hundreds  of  Exchange 
trading  floor  clocks  which  are  used  to  time  stamp  customer  orders 
be  synchronized  to  within  ten-second  intervals  across  the  floor; 
therefore,  minor  discrepancies  in  times  cen  occur  which  may  affect 
CTR  logic.   The  Board  has  approved  synchronizing,  at  considerable 
cost,  all  trading  floor  clocks  to  one  master  clock  to  insure 
uniform,  accurate  time  information  being  input  into  CTR. 

(B)  Five  (5)  computer  programiers  have  been  added  to  enhance 
all  OIA  surveillance  programs. 

As  noted  previously,  the  Exchange  regards  the  self -regulatory 
process  to  be  evolutionary,  not  static.   OIA  currently  employs  a 
wide  variety  of  excellent  computer  programmer b  to  assist  their 
surveillance  and  investigative  efforts.  However,  those  efforts 
can  be  enhanced  by  the  addition  of  new  staff  dedicated  solely  to 
improving  existing  programs  and  writing  new  ones.   The  Board's 
approval  of  fiv*  (5)  additional  prcgrannsrs  will  greatly  enhance 
OIA's  efforts. 
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Offie«  Inveatioattona  and  Audit  Enhancamenta 


OIA's  staff  has  always  aaintalned  th«  highest  d«gr«e  of 
profassionalisn  and  efficiency.   Because  training  for  OIA  staff 
positions  affoctivaly  occurs  only  at  the  Exchange,  hiring 
qualified  personnel  and  training  thea  expeditiously  ia  a  constant 
challenge.   The  Board  has  recognized  that  additional  professional 
personnel  to  support  OIA's  efforts  will  enhance  all  of  OIA's 
efforts.   Therefore!  the  Board  has  approved  a  thirty  percent  {30t) 
increase  of  OIA  professional  staff  over  1988  budgetary  levels. 

isively  supporting  OIA  has  been 

The  Legal  Department  of  the  Excbange  provides  legal  counsel 
to  OIA  as  it  does  all  Exchange  departnents.   While  all  attorneys 
are  involved  in  the  self -regulatory  process,  previously  only  one 
attorney  was  assigned  to  exclusive  OIA  liaison  and  support 
duties.   In  conslderatian  of  the  importance  of  Exchange 
disciplinary  actions,  the  Board  has  approved  tripling  OIA's  legal 
support  to  enconpass  three  attorneys  whose  efforts  are  devoted 
entirely  to  supporting  OIA.  This  increased  support  will  increase 
the  efficient  use  of  OIA  etaCC  efforts. 

t  consultants  have  been 

Surveillance  and  enforcement  techniques  for  futures  mar)cetB 
are  more  an  arcane  art  than  a  precise  science.   The  best  training 
for  new  OIA  staff  Is  by  existing  OIA  staff  and  Exchange  members. 
Hevnrtbeless,  some  Investigative  techniques  are  common  to  many 
markets.   Therefore,  the  Board  has  approved  Institution  of  special 
training  programs  in  investigation  techniques  for  OIA  staff  to  be 
conducted  by  non-Exchange  professional  consultants.   The 
additional  training  should  enhance  OIA's  existing  excellent 
investigation  efforts. 

(13)  OIA  floor  surveillance  time  has  been  increased. 

Based  on  the  federal  investigation  into  potential  floor 
trading  abuses,  some  question  has  been  raised  regarding  whether  an 
increased  presence  of  OIA  investigative  personnel  on  the  Exchange 
trading  floor  would  enhance  detection  of  trading  abuses  and 
provide  an  increased  deterrence  to  potential  abusers.   It  has  been 
the  Exchange's  experience  that  floor  trading  abuees  are  rare  at 
the  Board  of  Trade  and  that  when  they  do  occur,  they  are 
sophisticated  and  subtle  enough  to  be  detected  best  by  fellow 
traders  and/or  sophisticated  computer  surveillance  such  as 
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CTR-FI^S.   NflVai-thalaBB,  th«  Board  has  authorlzad  additional 
dadicatian  of  0I&  Invaatlgators  to  trading  floor  praaanca  and 
obaarvatlon.   Although  the  raturns  on  such  an  invastBanC  of 
valuable  raaourcaa  nay  ba  anall,  public  confidanca  In  floor 
trading  integrity  nakaa  such  afCorta  worthwhile. 

Board  of  Diractora  ConmoaitiQn 

The  Exohanga'B  Board  is  currently  a  diversified,  expert  body 
consisting  of  twenty-four  (24]  representatives  from  all  aspects  of 
the  Bsmbership,  industry  and  general  public.   The  Rules  of  the 
Exchange  require  and  foster  that  diveraity.   Tor  exasple.  Rule 
102.00  requires  that  the  committee  which  nominates  Director 
candidates  "...  give  special  consideration  to  the  desirability  of 
having  all  interasts  of  the  Association  represented  on  the 
Board."  Horaovar,  the  Nominating  Committee  itself  Is  elected  from 
the  diverse  Excbange  membership  which  includes  individual  traders, 
FCMs,  broker -dealers,  banlca,  commercial  firms,  institutional 
Investors  and  others. 


(1)  three  (3)  non-membera  from  the  general  public  sector 
(which  have  Included  a  former  United  States  Attorney  General, 
a  Nobel  Prize  wlruiing  economist,'  the  cbaiman  of  a  national 
agricultural  association  and  other  similar  nationally 
respected  public  figures] ; 

<2)  three  (3)  non-resident  members  who,  being  required  to 
have  their  principal  place  of  business  more  than  fifty  (SO] 
Miles  troD  Chicago,  effectively  are  quasi-public  Directors; 

(3)  eight  (S)  member  Directors  who  are  currently  principals 
or  officers  of  member  firms  and  thus  represent  the 
FCH/broker~dealer  community; 

(4)  six  (6)  Directors  whose  principal  occupation  is  as 
brokers  executing  customer  orders  on  the  floor  of  the 
Exchange; 

(5]  three  (3)  individual  members  whose  principal  occupation 
is  as  active  traders  on  the  floor  of  the  Exchange  for  their 
personal  accounts  fi.e.  a  "local"  trader] ;  and 
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Any  criticlav  of  tha  Exchangs'a  Board  as  bsing  biasad  toward 
a«nb«rs  oc  ona  asp*cC  of  tih*  nambarship  is  siaply  contrary  to  tha 
facta.  Purtharaora,  presant  Rulaa  and  policies  will  insure 
continuad  divarslty  of  raprasentation;  no  naw  rulas  or  legislation 
are  required. 


As  described  previously,  tha  Board  of  Directors  sits  as  tha 
-ultimate  disciplinary  body  of  the  Exchange,  either  in  an  appellate 
capacity  or  by  referral  from  a  coRmittee.   Historically,  the  Board 
has  always  found  its  authority  to  suspend,  expel  and  otherwise 
sanction  to  be  more  than  adequate.   However,  with  the  growth  of 
institutionali3ed  trading  and  the  consolidation  oE  member  firms, 
the  Board  concluded  that  its  current  fining  authority   SvS,000  par 
violation]  may  not  be  sufficient  in  all  instances  to  adequately 
sanction  abuses,  especially  where  larger  capitalized  respondents 
are  involved.   Therefore,  the  Board  increased  its  fining  authority 
mora  than  three  hundred  percent  (300%)  to  $250,000  per  violation. 

(14)  The  Board  has  reafflraed  through  toraal  resolution  its 
long-existing  policy  of  excluding  maabers  with  histories  of 
significant  trade  practice  abuses  from  participation  on  the  Board 
and  Major  Exchange  disciplinary  committees. 

Tha  Board  has  long  had  a  policy  barring  members  with  a 
history  of  significant  trade  practice  sanctions  froB  participation 
on  the  Board  itself  or  on  either  of  the  Exchange's  najor 
disciplinary  comiitteas,  the  Floor  Governors  and  the  Business 
Conduct  committees   Tha  Exchange  is  committed  to  maintaining  the 
utmost  integrity  of  the  self-regulatory  disciplinary  process  and 
these  who  administer  it.   To  insure  that  there  is  no  doubt 
concerning  this  continuing  commitioent  the  Board  has  approved  a 
formal  resolution  approved  by  the  Exchange's  Rules  Coaalttee 
reattiraing  and  lorBalizinq  this  long-existing  policy. 

Floor  Practice  Enhancement^ 

The  Board  of  Trade  has  historically  adopted  all  its  Rulas, 
especially  trade  practice  rules,  to  meet  the  highest  standards  of 
both  integrity  and  market  efficiency.   Existing  rules  proscribe 
unjust  and  inequitable  trade  practices,  forbid  trading  ahead  of 
customer  orders,  insure  that  any  profit  resulting  from  the 
eeroneoua  execution  of  a  customer  order  goes  to  the  customer, 
prohibit  pre-arranged  and  accommodation  trades,  as  well  as 
prohibit  all  other  forms  of  trade  abuse.   The  Exchange  believes 
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that  tli«s«  •xlsting  Rulas  ara  nor*  than  auffieiant  to  daal  with 
all  potential  trad*  practlc*  abussa.   Havarthalaaa,  aa  part  of  tha 
on-going  r*vi*w  of  all  Bxchang*  oparatlona,  th*  Board  haa  approved 
aav*ral  anhancaaanta  to  floor  practica  regulation. 

(15)  All  broker  aseoclations  oust  be  registered  with  the 


Aaaoclatlana  of  floor  brokera  aharing  profits,  expenaes  and 
loaaaa  r-  particularly  with  the  inclusion  of  local  tradara  —  do 
not  exist  at  th*  Board  of  Trade  to  the  best  -at   the  Exchange's 
knowledge.   Such  associations  -do  exist  at  other  Exchanges  and 
present  those  Exchanges  with  unique  aalf -regulatory  challenges  to 
Insure  market  integrity.   The  potential  for  abus*  of  customer 
orders  and  market  efficiency  due  to  broker  groups  la,  therefore, 
not  present  at  the  Board  of  Trade. 

However,  some  independent  brokers  at  th*  Exchange  do  share 
order  decks  to  facilitate  customer  order  euecutlon  especially  in 
options  contracts  where  liquidity  in  deep  out-o(-th«-»on*y  options 
Is  thin.   Others  share  the  expense  of  ciiiiiiiion  clerks   To  Insure 
that  these  arrangements  do  not  evolve  into  potentially  abusive 
ones,  the  Board  has  approved  that  all  associations  of  brokers 
which  share  Income  must  register  with  the  Exchange  providing 
certain  Information  to  enhance  surveillance  of  their  activities. 
The  Soard  is  committed  to  preventing  any  potential  abuse  of 
custoaar  orders  which  would  result  from  the  otherwise  legitimate 
business  relationships  cf  aember  floor  brokers. 


Market -on- close  orders,  it  entered  late,  can  create  problase 
in  achieving  an  efficient,  narrow  and  accurate  closing  range. 
Efficient  closing  ranges  dre  essential  to  the  commercial  usage  of 
futures  contracts,  especially  as  a  pricing  mechanism  for  cash 
market  transactions   The  addition  of  the  modified  cl.jsing  call 
provides  an  opportunity  tor  such  late  entered  orders  to  be 
completed  and  for  individual  floor  traders  to  "even-up"  after 
providing  liquidity  for  closing  orders   Also,  a  more  efficient 
closing  range  facilitates  a  more  accurate  settlement  price  which 
frequently  is  the  basis  for  cash  market  pricing. 

Hew  CBOT  Regulation  1007.02  would  establish  an  additional 
two-minute  trading  period  for  all  contracts  at  the  conclusion  of 
trading  sessions   During  this  period   transactions  could  take 
place  only  at  prices  within  tha  previously  established  closing 
range   No  new  orders  could  enter  the  pit,  but  cancellations  would 
be  permitted.   Stop  orders  and  limit  orders  elaotad  by  the  closing 
range  could  be  filled  during  this  period. 
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nm   Bxcbutq*  bcliavaa  Uiat  th*  •stabllslmant  ol  a  ModLt±»d 
doming   call  will  b«n«fit  public  cxiMtxmmra   tor  a  numbar  of 
raaaons.   Firsc  aora  afficienC  closing  rangas  lMnaf±t  cash  karkat 
pricing.   Additionally,  because  the  nev  procedure  will  enable 
individual  floor  tradars  wore  readily  to  adjust  their  positions 
(to  *even-up'),  tbay  vlll  be  Bora  villing  to  provide  liquidity  to 
tJie  closing  public  orders  at  the  bobC  competitive  prices, 
finally,  no  trade  Bade  during  the  modified  closing  call  would  b* 
advantaged  over  ctiose  made  previously  in  the  aarket  due  to  the 
restriction  ot  prices  to  those  established  previously  by  the 
closing  rang*. 

nM  Bxdianga  also  iwtss  that  the  audit  trail  Cor  tha  Kodifled 
closing  call  will  be  pr*cisa  bscaus*  the  closing  call  period  will 
rscaiva  a  a«parat«  CTR  dsslgnation,  tharaby  enhancing  tha 
Bxdiangs's  ■orveillanca  capabllitias  for  this  period- 


Floor  clsrks  are  responsible  for  the  clerical  handling  of 
cusConer  orders  and  other  trade  documents.   Hbila  having  no 
trading  privileges,  clerks  are  nevertheless  intinately  involvad  in 
the  trading  process.   Because  ot  that  involvement,  clerks  are 
often  tempted  to  trade  for  their  own  account.   While  such  trading 
has  historically  served  as  a  valuable  means  of  apprenticeship 
training  to  beccne  a  membar,  the  Board  has  determined  that  the 
rights  of  menbership  trading  must  be  restricted  to  those  who  pass 
the  intensive  membership  admission  process,   ntsrsfors,  the  Board 
has  af^rovad  prohibi'Cing  floor  clerks  from  maintaining  trading 
accounts. 

Ai^^itional  Technological  Enhancements 

The  Board  of  Trade  has  not  limited  technological  innovation 
to  the  creation  of  CTR  and  CTR-Plus.   The  Board  of  Trade  is  on*  ot 
tha  most  technologically  advanced  marketplaces  in  the  world.   Two 
aapacts  of  that  technological  suprsmacy  ar«  worth  noting  in  th* 
present  context. 

(18)  Tha  Exchange's  electronic  order-antry  system  ("EOS") 
will  not  only  increase  the  efficiency  of  customer  order  execution 
and  clearing,  but  also  the  accuracy  of  CTB. 

for  many  months,  long  before  the  current  news  of  the 

indictments  the  Board  of  Trade  had  been  developing  an  advanced, 
electronic  order-antry  system   £o5  .  Electronic  order-entry 
will  speed  communication  of  customer  orders  to  the  trading  floor, 
expedite  confirmation  of  execution  bacH  to  the  customer,  and 
Eubnit  trades  for  clearing  directly.   These  enhanced  efficiencies 
vill  not  only  aerva  customers  better  and  reduce  FCH  expenses,  they 


B  B.Google 


will  al«o  provid*  a  eoBputarizad  racord  of  euaComar  ordara  with 
£!■••  accurata  to  Uie  aacond.   This  anhancad  tl&ing  will  inprova 
tha  accuracy  oC  tha  CTR  audit  trail  and,  tharafora,  tha  afficiancy 
of  tha  CTR-PIua  survaillanca  aystam. 

J^provad  by  tha  Exchange  nambarahlp  on  Novamtoar  10,  1988,  EOS 
ia  now  on  a  prototypa  basia.  Aa  uae  of  tha  aystan  growa,  accuracy 
of  cm  data  will  ba  enhanced  avan  further. 


Juat  BB  EOS  will  anhanca  cuatomar  order  tioa  data,  a 
hand-held  conputar  teminal  to  replace  trading  carda  will  provide 

unimpeachable  trade  execution  timing  to  the  neareaC  aacond  and 
parhapa,  lead  to  on-line  clearing  of  tradea.   Since  tha  inception 
and  connercial  availability  of  hand-held  electronic  recording 
devicaa,  both  tha  Board  of  Trade's  and  the  Chicago  Hercantlle 
Exchange's  ("CHE")  technical  research  and  developnent  departments 
have  independently  analyzed  their  practical  use  on  the  trading 
floor.   This  technical  analysis  was  done  to  facilitate  both  tha 
audit  trail  and  also  for  operational  order  routing  and  execution 
efticienciae.   unfortunately,  each  new  study  demonstrated  that  the 
technology  waa  not  fully  deployable.  This  was  due  prinarily  to 
performance,  weight,  reliability,  and  diaplay  capacity 
deticianciea. 

Racently,  the  Board  of  Trade  and  tha  Chicago  Mercantile 
Exchange  have  announced  their  joint  effort  to  create  a  hand-held 
electronic  trading  terminal  ("AODIT")  which  will  provide  certain, 
prompt  and  reliable  trade  execution  times  to  further  enhance 
exchange  audit  trails  and  possibly  lead  to  on-line  clearing.  The 
two  exchanges  have  committed  five  million  dollars  {S5, 000, 000)  to 
this  effort  which  ia  expected  to  take  several  years. 

critically,  although  improvements  in  technology  and  the 
dedication  of  joint  resources  make  success  a  higher  probability 
than  before,  there  is  no  assurance  that  such  devices  can  be 
created  in  this  time  frana  which  meet  the  demands  of  market 
liquidity  and  efficiency.   Thus,  the  Committee  must  be  circumspect 
in  establishing  statutory  standards  which,  in  effect,  establish 
deadlines  for  tha  invention  of  products  not  yet  in  existence. 

JUM    BOVBgMI    mraGEMClf    XCTIOM 

Much  discussion  -  and  even  more  misinformation  —  has  been 
generated  by  the  July  ll,  1989  Emergency  Resolution  of  the 
Exchange's  Board  of  Directors  regarding  the  expiration  of  the  July 
soybean  contract.   The  supreme  irony  of  the  controversy  is  that  so 
much  misunderstanding  has  arisen  (often  intentionally  generated  by 
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special  lnc«r*«t«]  «•  a  racult  of  a  concract  sarkat  parfar«iAg  tha 
duties  I  Pill  !■  ail  apoti   it  b^  an  Act  of  Congrasa  in  tot:al  cooparatian 
with  ita  jiiiiii  iiwaiil  il  agancy  for  tlia  banaCit  of  tha  aarkat's 
Intagrity.   Da^lta  thia  paraistanca  of  Biainfanutlon,  aavaral 
facts  ara  now  crystal  claar: 

(1)  Tba  Bxchanga'a  action  was  takan  in  ordar  to  pravant  tha 
claar  and  prasant  daogar  of  a  disorderly  axplratlon  and 
potantial  dafaulta  in  tba  July  contract; 

(2)  ItMra  Has  qs  disadvantaga  to  far»sr / producars  in  tba 
prices  availabla  to  tbea  as  a  rasult  of  tha  ordar.   At 
tba  tlae  of  the  Board's  action,  tba  faraara'  soybaans 
ware  baing  priced  off  of  tha  Movaabar  contract  —  not 
tba  July  oontract; 

{3}  Hm  CPTC  found  tbat  ng  conflict  of  intarast  of  any  aort 
was  involvad  in  tha  adoption  of  tha  aaargancy 
rasolution;  and 

(4)   Hm  principal  aarkat  participant  —  Parrussi  —  has 

sinca  baan  subjact  to  at  laast  two  public  class  action 
civil  law  suits  for  aarket  nanipulation. 

Civan  ttaasa  facts,  it  saaas  incredible  that  any  "raaadial" 
lagislation  la  thought  to  ba  necessary.   Perhaps  such  thoughts 
staa  froa  a  parsistant  lack  of  understanding  at   tha  facts  of  tha 
situation,   niarafora,  to  fully  understand  tha  July  11,  1989  Board 
action,  it  is  aaaantial  to  first  raviaw  tha  avants  that  preceded 
tha  daclsion. 

As  part  of  its  duties  as  a  contract  aarkat,  tha  Exchange's 
■andat*  is  to  Inaura  both  the  orderly  liquidation  at   contracts  in 

accordance  with  sound  comaercial  practices  (17  C.F.R.  section 
1.3(z) (l](iii)  (1988))  as  well  as  Che  contract  hedqar's  obligation 
to  do  tba  STias    Section  5  d]  at   the  Cooinodity  Bcchanga  Act  (7 
D.5.C.  Saetion  7{d]   requires  that  as  a  condition  for  designation 
as  an  exchange,  the  Board  at   Trade  must  prevent  the  manipulation 
of  prices  and  tha  cornering  of  any  commodity.   Critically,  under 
Rule  542.00,  the  Business  Conduct  Committee  of  the  Board  of  Trade 
is  obligated  to  prevent  marXat  nanipulation,  corners  and 
aquceies.   Xost  importantly,  the  Committee  is  authoriiad  and 
empowered  to  insure  orderly  liquidation  of  expiring  futures 


CFTC  Regulation  Saetion  1.41(f) (3) (v)  (17  C.F.R.  Section 
1.41(f) (3) (V)  (198S))  empowers  contract  markets  to  order  the 
liquidation  of  contracts  and  the  reduction  oC  positions  to  deal 
with  esergencles.   CBOT  Rule  180.00  and  Regulation  ISO. 02 
apeciflcally  empower  the  Exchange  to  ca)ce  emergency  action 
including  that  required  to  preserve  orderly  liquidation, 
Moreover,  CFTC  Ragulation  1.41(a}(4}  1  (A)  <G)    (17  C.F.R.  Section 
1.41(a)<4) (A)-(e) (1988)]  defines  ■eaergancy"  and  CBOT  Rule 
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509.00A(c)  protiiblta  nanlpulation .  Thus,  tha  Exchanqa  ia  both 
obllgatad  and  «Bpew«rad  to  daal  ulth  narkac  thraata  to  ocdarly 
liquidation. 

To  undarstand  tha  avanta  at   July,  It  la  nacasaary  to  bagln  at 
laast  aavaral  months  aarliar.   Tha  May  aoybaan  axplration  Involvad 
a  vary  congeated  markat.   Tha  Exchanga's  Busineas  Conduct 
CoDmittaa  waa  axtranaly  acCiva  throughout  tha  expiration  with  all 
major  nar)Ciat  participants  and  in  cloaa  contact  with  tha 
Connisaion.   In  tha  Hay  axplratlon,  all  markat  participants 
x««pondad  to  tha  Buainaas  Conduct  Comnittae's  markat  diractiona. 
That  was  claarly  not  to  be  the  casa  in  tha  July  contract. 

IlUMdiataly  after  the  Hay  soybean  futures  contract  expired, 
the  Buainaas  Conduct  Committee  began  contacting  all  major  markat 
participants,  both  long  and  short,  to  insure  the  orderly 
liquidation  of  tha  July  futures  contract.   Communication  with  both 
long  and  short  participanta  continued  throughout  this  period  on  a 
virtually  constant  basis  (including  several  times  during  the 
trading  days  as  markat  conditions  evolved) . 

During  tha  month  of  June,  the  Buainess  Conduct  Committee  and 
staff  of  tha  Office  of  Investigations  and  Audita  closely  monitored 
'  both  futures  and  cash  market,  activity  and  expreased  increasing 
,  concern  over  the  developing  clrcuoatances.  Tha  Exchange  also 
re»ain«d  .in  constant  cownuaication  with  the  cnc  throughout  this 
tlm*. 

Critioally,  the  cash  aadcat  pricing  want  to  the  Hovagibar 
soybeaD  contract  rather  than  the  July  contract.   This 
extraordinary  markat  development  signalled  of  a  lack  of  market 
user  confidence  in  July  prices.   This  pricing  policy  change  by 
cash  market  participants  also  insured  Chat  farmers  sailing  beans 
in  the  cash  market  were  not  effected  by  July  prices;  the  elevator 
was  quoting  based  on  the  November  contract. 

A  single  market  participant,  Ferruisi,  hald  a  large  portion 
of  the  July  futures  open  interast.   This  included  a  long  position 
equivalent  to  23  million  Inishels  of  soybeana  and  nearly  all  of  the 
inventory  of  the  registered  soybean  receipts  for  delivery  at  the 
Board  of  Trade.   On  numerous  occasions,  "the  Buainess  Conduct 
Committee  and  the  Office  of  En  vast  lotions  and  Audita  held 
discussions  with  Farrutzi  regarding  its  market  activity. 

Multiple  instances  ware  identified  by  the  staff  of  the 
Exchange  where  cash  soybeans  were  available  In  several  locations 
St  the  equivalent  or  less  than  the  July  Cuturaa  prica.   Thus, 
FerruzEl  should  have  customarily  liquidated  its  position. 

During  the  first  week  of  July,  Ferruiii  again  appeared  before 

the  Business  Conduct  Committee  to  discuss  its  dooinant  position  in 
the  July  futures  contract,  its  large  holding  of  registered 
receipts,  and  its  cash  market  activities.   At  the  conclusion  of 
that  meeting,  the  Buslnass  conduct  Committee  directed  Farruzzi  to 
reduce  Its  position  substantially  or  the  Business  Conduct 
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CoMRitta*  would  raqucst.that  the  Board  of  Oiractora  talc*  amargancy 
action  to  anaur*  tha  ordarly  liquidation  of  tha  July  aoybaan 
contract.   Subaaquant  to  that  maatinq,  Farruzzi  failad  to  raduca 
Its  positions  In  accordance  with  tha  Buslnaaa  Conduct  Commlttaa'a 
direction. 

Unquestionably  aconoaic  justification  existed  for  the 
COanitte*  to  direct  Farruizi  to  reduce  Its  position.   On  July  10, 
19S9,  outstanding  July  futures  potentially  called  for  the  delivery 
oC  40.3  million  buahela;  yet  there  were  only  12.5  million  bushels 
of  dellvarabla  grade  soybeans  at  Chicago/Toledo  warehouses. 
Further,  both  the  long  side  of  tha  July  futures  and  the 
deliverable  supply  of  soybeans  were  held,  in  large  proportions,  by 
Ferruzzi.   Finally,  the  Commission's  surveillance  staff  was 
concamad  with  tha  abnonnally  large  spread  between  the  July  and 
August  futures  contracts.   (On  July  10   the  July  contract  was 
priced  mora  than  forty  (40)  cants  higher  than  tha  August  contract, 
compared  to  a  difference  of  only  two  (2)  cents  at  this  time  last 
year) . 

In  a  July  10,  1999  response  to  the  Business  Conduct 

Comaittea's  July  7  request  to  substantially  reduce  its  long  July 
position,  Ferruzzi  claimed  that  it  was  unable  to  discuss  the 
Commlttaa'a  decision  with  its  Group  Managers  throughout  the 
world.   Because  Farruzzi  did  not  want  its  actions  to  "be  construed 
by  tha  market  as  being  overly  aggressive,  ...  artificial  and 
manipulative,"  it  refused  to  comply  with  the  Committee  a  request 
and  instead  threatened  to  "use  any  means  at  its  disposal  to 
recover  all  daDages  incurred  due  to  such  action." 

Aa  a  result  of  Farruszi's' failure  to  reduce  its  holdings,  tha 
Business  Conduct  Committee  recommended  to  tha  Board  of  Directors 
that  tha  Board  exercise  Its  emergency  authority  to  ensure  tha 
orderly  liquidation  of  the  July  soybean  contract. 

Unbelcnownat  to  the  Exchange  until  the  morning  of  July  11, 
1989,   the  Commission  on  July  ll  notified  ferruizi  that  the 
Commission  would  not  Consider  any  positions  held  as  anticipatory 
hedges  to  be  bona  fide  hedges  as  of  July  18,  19S9.   The  effect  of 
this  notification  was  that  Ferruzzi  had  to  reduce  it  positions 
from  23  million  to  3  million  bushels  in  a  matter  of  days. 

The  notice  for  an  emergency  Board  of  Directors  meeting  was 
posted  on  Tuesday,  July  11,  19B9,  one  hour  before  tha  scheduled 
Board  meeting  (as  required  by  CBOT  regulations) .   The  subject  of 

tha  call  was  "axpiring  futures  "  The  meeting  convened  at  2:15 
p.m.  (CDT)  as  scheduled.   As  the  first  order  cf  business  for  the 
Board  meeting,  each  and  every  individual  Director  was  asked 
whether  they  owned  or  controlled  any  positions  in  July  soybeans. 
One  Director  who  answered  affirmatively  immediately  left  the 
meeting.   Nothing  regarding  the  July  soybean  expiration  was  shown 
to  or  discussed  with  any  board  member  (except  the  Chairman  and  the 
President  who  do  not  vote  prior  to  the  polling  of  each  Director 
for  any  potential  conflicts  of  i  ' 
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A£t*r  considering  lt«  rasponaibllltias  and  all  circumstancas 
surrounding  Che  July  contract  (including  th«  atoranantlonad  action 
taken  by  the  CFTC) ,  the  Board  determined  that  the  July  aoybean 
narlcet  Via   a6VLouBlY   threatened  with  the  potential  for  a  major 
narket  disruption,  including  the  lack  o£  orderly  liquidation  and 
possible  defaults  on  the  contract   In  the  Board  ■  opinion,  both 
the  devastating   long-lasting  impact  of  luch  a  disruption  and  its 
general  «ffect  on  market  participation,  heavily  outweighed  the 
potential  ramlrications  of  taking  emergency  action. 

The  action  taken  by  t 
both  long  and  short  partic  .         .       ,       , 
reduction  of  positions.   The  Board  s  action  was  subsequently  fully 
validated  by  tha  CFTc  which  reported  that  there  were  neither 
improprieties  nor  any  conflict  of  interest  present  In  tha  Board's 
decisionmaking  on  July  11.   The  CFTC  specifically  concluded  on 
August  25  that: 

1.  There  were  narket  indications  of  an  inuninent  disorderly 
liquidation  in  the  July  1989  soybean  contract.  The  CFTC 

and  the  Exchange  conducted  extensive  and  coordinated 
surveillance  of  the  Hay  and  July  1989  soybean 
expirations. 

2.  The  Ferruczi  "group"  held  the  preponderance  of  poeltlons 
on  the  long  side  of  the  market  and  in  addition  to  most 
of  the  soybeans  in  position  to  deliver  on  the  contract. 
On  three  occasions   the  CFTC  wrote  to  Ferruzti 
•xprsBsing  its  Concern  regarding  the  orderly  expiration 
of  Hay  and  July  soybean  futures  contracts    On  two 
occaaiona,  the  Exchange'^  Business  -conduct  committee 
wrote  to  Ferruzzl  also  expressing  its  concern  regarding 
tha  expiration  of  the  July  soybean  futures  contract,  in 
addition  to  having  Ferruzzl  jnake  several  Committee 
appearance's  on  this  matter.   Ferruzzl  3  i'espcnae  on 
July  10  demonstrated  the  trader's  apparent  unwillingness 
to  cooperate  to  ensure  orderly  liquidation  of  the  July 

3.  The  CFTC  found  no  members  of  the  Exchange's  Board  of 
Directors  to  be  in  conflict  of  interest.   Neither  did 
tha  CFTC  find  any  board  member  to  have  traded  for  tha 
purpose  of  profiting  personally,  or  through  an 
affiliated  firm,  from  prior  knowledge  of  the  July  11 

4.  The  emergency  action  is  not  likely  to  have  any. 
significant  at   long-term  impact  on  the  price  of  soybeans 
to  producers  or  consumers  because  most  cash  prices  were 
already  bein^  priced  oft  the  Movember  futures  contract 
at  the  time  of  tha  action  and  because  the  action  did  not 
altar  the  fundamental  demand  for  soybeans.   Furthermore, 
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tta*  sharp  drop  In  pricaa  for  nmv   crop  futuras  attar  July 
14  was  in  raspons*  to  banaflclal  raina  in  u.S.  soybaan 
growing  araaa  and  to  favorabla  aupply  davalopaants  in 
Braxll;  and 

5>    Ttw  fact  that  tha  axchangaa  hava  tha  authority  to  taka 
aaargsncy  action  a*  a  last  rasort  lands  cradibility  and 
atrangthana  thasa  inforaal  aaaauras  and  uaually  nakss 
•■•Tgancy  action  unnacaaaary.   It  would  b«  unwisa  to 
constrain  tha  ability  of  tha  sxchangas  to  raspand 
quickly  irtian  sarious  problaaa  aria*. 

Tha  currsnt  Sanats  bill,  howavar,  appaara  to  ignora  tha 
CFTC's  findings  and,  inataad,  propoass  Isgislation  specially 
focused  on  requiring  the  futures  industry  to  pay  tha  price  for 
Perruisi'a  failure  to  obey  both  Exchange  and  CFEC  directives  and 
regulations.   Such  proviaiona  are  counterproductive:   they  punish 
contract  >arkats  for  fulfilling  Congressionally  nandatad 
raaponsibilities  aa  wall  bb  counteract  the  public  interest  served 
by  the  Board's  decision.  Legislation  on  such  critical  industry 
issues  aa  conflicts  of  interest  and  disclosure  is  simply 
unwarranted  by  the  facta  of  the  July  soybean  order. 

«.i7a>t     Tprossa  wttima  mmmcm  mt  of  itss 

S.1739,  the  Futures  Trading  Practices  Act  of  1989,  is  offarad 
by  Chairwui  Leahy  aa  a  bipartisan  effort  with  one  goal:   to 
"design  a  workable  systea  that  is  efficient,  effective  and  fair." 
Tha  Board  of  Trade  aharas  and  fully  supports  tha  Coamittae's  goal 
of  achieving  efficient,  effective  and  fair  legislation.   Anything 
iaaa  would  be  a  diaaervica  to  the  American  people  and  economy 
since  it  would  ensure  the  demise  of  the  United  States  futures 
Industry  to  the  benefit  of  burgeoning  foreign  markets. 

The  Board  of  Trade  supports  some  of  the  provisions  of  the 
bill  virtually  as  written.   Nith  respect  to  other  critical 
provisions,  however,  tha  Exchange  beliaves  that  our  common  goal  of 
efficiency,  effectiveneaa  and  fairness  will  be  best  achieved  by 
alternative  atatutory  language  and/or  approaches.   The  following 
susnariies  each  provision  of  the  bl.ll  acconpaniad  by  specific 
commanta  and  auggestions. 

TTTIili  T  -  ADTHORIZJVT^gH  OF  APPROPRIATIONS 

S^CTfQW  101  -  The  bill  authorizes  a  sixty  percent  (60%)  increase 
Cor  the  CFTC  over  tha  next  five  years  (from  $41  million  in  1990  to 
$66  million  in  1994] . 
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_^_^^   Tha  Exchang*  has  no  oomasnt  on  the  ■pacific  authorlzad 
lavala  of  CFTC  budqat  as  provldad.   Howavar,  tha  Exchanga 
quastlons  whattiar  tlva  yaara  at   appropriationa  at:  ona  tima 
dlminlshaa  tha  bill's  flaxlbllity;  parhaps  a  ahortar  provision 
f l.a.  for  two  yaara]  would  provlds  tha  Comnlttaa  graatar  ovarslght 
tloKibility. 

TITLE  II  -  smvEILlAHCE  AND  DUAL  TRADIKS 

SECTION  201  -  Duties  of  Contract  Harketa.   The  bill  raquiraa  that 
contract  markets  "maintain  and  utilize"  audit  trail  systams  "to 
monitor  trading  to  detect  and  deter  violations'"  of  the  Commodity 
Exchange  Act  "related  to  the  making  of  trades  and  the  execution  of 
customer  orders  on  tha  floor."  Upon  enactmant  the  system  would 
have  to  accurately  record  "tha  tines  of  trades  in  incremanCs  of  no 
more  i;han  1  minute  In  length"  and  to  sequence  trades  "for  each 
floor  trader  and  broker.' 

Thrae  y^ats  following  enactment,  the  audit  trail  system  must 
racord  all  trades  accurately  and  promptly!   (1)  by  a  aourea  both 
"independent  of  the  person  making  tha  trade  and  continually 
recorded  in  the  record  of  the  contract  market",  and  (2)  "with 
precision  adequate  to  determine  the  sequence  of  all  trades  by 
each"  floor  trader/broker  and  to  the  extent  feasible  as 
determined  by  the  CFTC  all  trades  in  general.   In  addition,  the 
audit  trail  system  must,  to  the  extent  feasible ^as  determined  by 
the  CFTC,  record  customer  orders  "by  a  source  independent  of 
persons  processing  or  executing"  the  order:   (l)  the  time  each 
order  is  recsived  on  the  floor  of  the  exchange  and  is  reported 
from  the  floor  as  executed  with  precision  adequate  to  determine 
tha  trada  saquance  for  each  FCM  or  floor  broker;  and  (2)  tha  time 
aach  "order  is  received  by  the  floor  broker  with  praclsion 
adequate  to  determine"  both  the  sequence  and  tha  interval  of  tlna 
between  receipt  and  execution  by  the  broker. 

COMMEHTi  Initially,  the  bill  is  written  to  require  contract 
markets  to  enforce  the  Act  rather  than  its  rules  and  regulations. 
This  la  an  apparent  oversight  in  the  drafting  process. 

Throughout  the  Act's  history,  contract  aarketa  have  been 
required  to  enforce  their  rul^  and  the  Commission  has  fulfilled 
the  responsibility  for  enforcing  the  Act.   Regarding  many 
provisions  of  the  Act,  thia  distinction  is  moot  since  contract 
market  rules  are  substantially  similar,  if  not  identical   to  the 
provisions  of  the  Act.   However,  it  obviously  serves  no  purpose  to 
provide  that  contract  markets  have  enforcement  responsibility  for 
provisions  of  the  Act  over  which  they  have  no  involvement  or 
control  (such  as  the  conduct  of  introducing  brokers)    Therefore 
changing  the  language  of  Section  (13) (A)  to  provide  that  contract 
markets'  audit  trail  systems  detect  and  deter  violations  of  "the 

1  market's  rules  and  regulations"  rather  than  "this  Act" 
i  the  bill  to  the  Act's  differentiation  of  contract  market 
lias ion  responsibilities. 


B  B.Google 


Moreover,  as  daCalled  previously,  any  analysis  of  audit  trail 
standards  must  bagln  with  the  following  factual  prenlsas;   (1   tha 
Exchange  currently employe  the  world's  most  advanced  audit  trail 
system;  (I)  has  achieved  nu»arous  improvenants  In  technological 
oversight;  (3)  continues  to  seriously  comnit  va»t  resources  to 
reach  the  goals  proposed  in  this  section;  and,  (4)  presently  is  in 
substantial  compliance  with  the  proposed  one-minute  recording 
standard  for  the  timing  of  trades.   Thus,  our  CCmnori  goal  should 
be  to  improve  existing  eicceilence,  not  mandate  the  unattainable. 

The  Exchange  fully  supports  the  bill's  objectives  to  sequence 
all  transactions  to  the  extent  feasible   The  Exchange  currently 

requires  traders  to  record  their  transactions  in  exact 
chronological  sequence  within  a  trading  card   The  Exchange  also 
has  an  audit  program  that  checks  the  sequence  of  a  Dembar's 
trading  activity.   This  program  relates  the  member's  pereenal 
trading  sequence  to  a  Sequence  and  Sales  Journal   Members  are 
subject  to  disciplinary  action  for  improper  sequencing  Of  trades. 

While  the  Exchange  supportt  the  goal  behind  these  standards, 

those  requirements  cannot  be  absolute,  fhe  current  statutory 
language  of  the  bill  could  be  misread  to  require  standards  of 
perfection  unobtainable  in  reality.   Instead,  the  bill  should  be 
modified  to  reflect  the  objective  of  excellenca  shared  as  a  goal 
by  congress  the  cnc  and  the  entire  futures  industry   Those 
standards  should  take  into  account  current  technology  and  should 
only  require  those  efforts  that  are  humanly  possible  based  en  that 
technology. 

Specifically,  to  require  that  the  broker  independently  time 
the  receipt  of  a  customer  order  In  hand  would  irreparably  damage 
the  United  States  futures  industry.  Applied  literally  this 
requirement  would  eliminate  all  flashing  of  orders  from  floor 
clerks.   Research  to  date  indicates  that  no  available  technology 
Is  faster  than  flashing  for  the  communication  of  orders  to  the 
broker.   Eliminating  flashing  would  substantially  slow  down  the 
time  necessary  to  execute  trades,  as  proposed  by  both  the 
sequencing  requirement  as  wsll  as  the  continually  recording 
mandate  stated  in  this  section.   Vital  markets  — ■  especially  the 
United  States  Treasury  bond  contract    would  be  unacceptably 
handicapped  in  aiding  our  economy's  efforts  to  compete  with  the 
virtually  unregulated  foreign  competition. 

Improvements  and  enhancements  to  the  audit  trail  system  ars 
possible  and  are  being  implemented  continuously.   These 
enhancements  will  achieve  the  bill'e  objective  of  improved  audit 
trails  without  presenting  the  potential  for  the  destruction  of 
contract  liquidity.  The  following  is  a  detailed  description  of  an 
extensive  program  of  such  audit  trail  enhancements  already  being 
implemented  by  the  Exchange: 
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1.  EOS 

EOS  Is  an  elaCtronic  ordar  dalivary  syataio  which  routas 
custonar  ordara  fron  tha  maanbar  firm  ofCicaa  to  a  trading  pit  on 
the  floor  of  tha  Exchanga.   Undar  EOS,  tha  custonar's  ordar  vould 
bs  tlsad  upon  antry  in  tha  sales  offica,  upon  racalpt  on  th« 
trading  floor,  and  promptly  aftar  axacution  by  a  floor  brokar.   A 
aacura  and  unaltarabla  racord  of  thaaa  tinea  ia  created  by  EOS. 
EOS  is  praaantly  operational  on  a  pilot  baais  during  the  Board  of 
Trade's  evening  saasion  and  will  shortly  be  implananted  in  our 
daytina  trading  saaaion. 

2 .  Broker  Horkatationa 

The  Board  of  Trade  is  in  the  proceas  of  developing  broker 
workatations  which  involve  a  coaputar  terminal  through  which  floor 
brokers  would  manage  their  decks  of  orders.   EOS  would  flow 
directly  to  the  broker  workatations.   The  receipt  and  reporting  of 
executed  transactiona  aa  well  as  the  timing  of  such  transactions 
would  also  flow  through  the  broker  workatationa. 

However,  the  Exchange  ia  fully  aware  tha  broker  worketations 
^y  prove  to  be  unfeaaible  in  high  volume  marketa.  Moreover,  it 
is  clear  that  baaed  upon  present  technology,  flashing  is  a 
quicker,  more  afficiant  means  of  order  communication  which  insures 
tremandou*  cost  savings  to  market  users'.  Therefore,  tha  universal 
requirement  of  broker  workstations  under  currant  technology  would 
be  -counterproductive  to  market  quality. 

3.  Hand-Held  Terminals 

Tha  Board  of  Trade,  In  conjunction  with  the  Chicago 
Mercantile  Exchange,  has  comaltted  $S  million  to  the  research  and 
development  of  hand-held  computer  terminals.   The  hand-held 
tenoinal  are  intended  to  allow  floor  brokera  and  tradera  to  record 
all  floor  transactions  promptly  upon  execution,  time  such 
transactions,  and  transmit  data  for  matching  and  clearing 
purposes.   A  joint  oomnlttee  of  each  axchange  is  actively  pursuing 
the  specifications  required  for  such  terminals.   We  will  keep  tha 
Commission  informed  of  progress  in  that  endeavor. 

However,  these  technological  enhancements  nay  take  some  time 
to  develop  and  implement.  As  importantly.  It  la  not  yet  clear 
what  impact  auch  enhancementa  will  have  on  the  functioning  of  open 
outcry  marketa.  Certainly,  such  technological  enhancements  should 
provide  an  audit  trail  superior  to  any  in  existence  today.  In  the 
interim,  however,  significant  improvements  in  the  audit  trail  are 
already  taking  place,  including  the  reprogramming  of  CTR  computer 
logic,  narrower  bracketing  and  recording  requirements  for  member 
transactions,  and  tighter  timing  and  recording  requirements  for 
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Por««««ably,  th«  raqulrcnants  •nuB«rat«d  In  th«  < 
'vordlng  of  thia  ■•ction  of  the  bill  could  QOU  be  met  by  (a}  a 
liand-hald  t*rminal  or  (b]  computerized  trading.   As  previously 
41scuss*d,  altbough  th*  Exchan9e  is  comlttad  to  developing  auch 
tactmology,  to-dat*  auch  tachnology  is  alsply  non-«)tistant. 

nia  thraa-yaar  tisatabla  of  ttiia  bill  would  compal  tha  antira 
futures  industry  to  trust  ita  future  to  technology  aS  yet 
undeveloped.   A*  stated  earlier  the  Board  of  Trade  shares  this 
Committee's  daair*  to  hava  tha  best  audit  trail  obtainable  which 
does  not  negatively  iapact  the  functioning  of  the  narlcet. 
Requiring  standards  unobtainable  by  present  technology  only  sata 
up  the  BarKetplaca  tor  failure,  to  the  detriment  of  all  involved. 
Deferring  the  requirement  by  three  years  provides  no  solution 
because  there  is  no  assurance  that  technology  will  develop 
sufficiently  In  tha  intaria  to  seat  the  proposed  standard. 

Th«  bill'*  objactivaa  would  ba  batter  sarvad  by  siaply 

requiring  that  tha  audit  trail  be  sufficient  to  proparly  Monitor 
the  market  and  detect  potential  trading  abuses.   Tha  SRO'a  and  tha 
Crrc  are  in  the  best  position  to  deterisine  the  particular 
specifications  which  achieve  that  requirement   Thla  Comaittaa, 
through  periodic  oversight  reviews,  can  than  Bonitor  tha  prograaa 
of  audit  trail  developments  as  they  occur. 

SECTIQH  202  -  Comaission  Oversight;  Oeficiency  Orders.   Tha  bill 
provides  that  "(NJot  later  than  1  year  after  of  the  date  ot 
enactment*  and  "at  laaat  onca  avary  2   years  thereafter",  the  CFTC 
■shall  asaass"  bow  contract  anrkats  detect  violations. 

If  it  finds  tha  axchangas  hava  failed  to  demonstrate 
sufficient  "trade  monitoring  systems,"  the  CFTC  can  order  the 
exchanges  to:   (1)  "institute  appropriate  improvements  in  its 
trade  Bonitoring,  compliance,  or  disciplinary  systems  necessary  to 
bring  such  systems  into  compliance";  (!)  "employ  additional  staff, 
upgrade  ar   reconfigure  existing  systems  for  collecting  or 
processing  ralavant  data  on  trading  and  trader  or  broker  activity, 
or  deploy  aucb  systasa";  and  (3)  "suspend  tha  privilaga  of  dual 
trading. " 

Additionally,  dual  trading  sha^^  ba  suspended  unless  tha 
contract  Bsrkat  aithar  (i)  demonstrates  It  "Cully  satisfies  tha 
audit  trail  standards"  or  (2)  shows"  the  substantial  likelihood 
tbat  a  suapanaion  would  hara  the  public  Interest  in  hadglng  and 
price  baaing." 

Tha  CFTC  *ay  also  ramova  any  "named  officer,  director, 
comaittaa  aambar  or  amployae"  for  "willfully"  tailing  to  fulfill 
official  rasponsibilitlea,  abusing  authority  or  perfonaing  acts 
rendering  a  parson  othervisa  unfit  for  official  service. 
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_^_^^   Exa»in«tion  of  th«  Conmodity  Exchanga  Act  and  CFTC 
ragulations  ravaals  that  tha  cnCa  powara  ar«  pr«*antly  mora 
axtanslva  than  thosa  at   othar  markat  ragulatory  aqancias.   Wlttt 
rcapact  to  CFTC  ra*ourc«s,  ttia  Board  of  Trada  tiaa  alwaya  aupportad 
nacassary  CFTC  raquasts  for  additional  staff  or  tachnoloqical 
rasourca*  and  will  contlnua  to  do  so  In  tha  futura. 

Tha  bill  a*  proposed,  howavar,  graatly  axpands  tha  CFTC'a 
powar  to  coBpel  axchanqas  to  commit  unlimltad  rasourca*  without 
adaqiuata  opportunity  for  haarlng.  Whlla  tha  intandad  goals  ara 
laudabla,  thara  la  no  naad  for  additional  modifications  of  tha 
currant  ragulatory  machlnary.  Howavar,  to  tha  axtant  any  ara 
•nactad,  tha  basic  procadural  safaguards  of  haarlng  and  appaal 
must  also  ba  provldad. 

Initially,  Section  8<a] <b]  astablishas  an  Invarsa  burdan  of 
proof.   It  provides  that  Commission  daficlancy  ordars  sbould  issu* 
whan  tha  contract  market  has  tailed  to  damonstrata  conpllanca. 
The  minimal  requirements  of  due  process  nandata  that  such  orders 
Issue  only  after  tha  Commission,  in  an  avldantiary  haarlng,  proves 
that  the  contract  msrlcat  has  £all«d  to  demonstrate  compliance. 

rurther,  .Section  3(D]  propo*«s  to  grant  tha  CFTC  authority  to 
suspend  dual  trading,  possibly  for  a  "deficiency"  whollv-unralatad 
to  any  actual  dual  trading  problem.   Tha  "punishment  must  fit  the 
crime,"  and  such  legislation  is  certainly  neither  rationally 
related  nor  the  least  restrictive  means  to  th»   goal  it  intends  to 
achieve.   At  a  minimum,  the  provision  should  require  tha 
Commission  to  demonstrate  a  causal  connection  batween  the 
"deficiency"  and  Its  relation  to  potential  dual  trading  abuses. 

Moreover,  a  ban  on  dual  trading  for  falling  to  meet  the 
legislation's  goals  Is  unjustified.   "Banning  dual  trading  doesn't 
really  solve  the  problem  of  trading  abuses,"  stated  Richard  Fogel, 
Assistant  Comptroller  General  of  tha  GAO,  (See  Kevin  G.  Salwan, 
"Bill  on  Oversight  of  Commodities  Cleared  by  House,"  Vfall  Street; 
Journal ■  September  14,  1989 . J   Fogel  observed  that  some  of  the 
traders  recently  Indicted  by  the  United  States  Attorney  in  Chicago 
allegedly  used  third  parties,  rather  than  dual  trading,  to  c 
Illegal  transactions.    "Restrictions  on  dual  trading  are  nc 
substitute  for  precise,  complete  and  independent  timing  of 
trades,"  Fogel  further  stated. 

The  Exchange  Is  currently  Implementing  state-of-the-art 
technology  to  more  precisely  time  trades  the  academic  c 
the  positive  benefits  of  broker  trading.   These  steps,  detailed 
supra .  in  conjunction  with  the  academic  consensus  of  the  positive 
benefits  of  broker  trading  further  militate  against  arbitrarily 
curbiner  dual  trading. 
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Tha  bill  alao  creates  a  new  CFTC  pou«r  granting  th* 

CoBtiission  authority  to  ranova  any  otficar,  director,  comiaitta* 
saabsr,  or  snploya*  for  [l]  failing  to  fulfill  his  or  her 
■official  reaponaibilitias";  (2)  abusing  his  or  her  authority;  or 
(3}  acting  in  an  unfit  manner.   These  vague  standards  imbua  an 
unprecedented  and  unwarranted  anount  of  discretion  in  the  CFTC. 
Horeover,  the  notivatlon  for  the  provision  is  questionable,  if  not 
nysteiious.  The  Exchange  Is  unaware  of  any  instance  of  contract 
market  officers  failing  to  perform  their  duties.   Exchanges  are 
already  liable  for  the  acts  and  omissions  of  their  management. 
There  simply  is  no  need  for  this  provision. 

If  this  reaoval  provision  resains  in  legislation,  ic  must  at 
least  must  provide  (or  federal  court  review  of  any  CFTC  or 
Adninistrative  Law  Judge  proceeding  to  check  the  potential  abuse 
of  discretion.   The  judicial  review  provided  for  under  subsection 
{f)  only  involves  Xinftl  orders.   The  Exchange  subaits  that 
judicial  review  of  CFTC  actions  is  necessary  before  an  order  takes 
effect  to  insure  adequate  protections  of  due  process. 

SECTIOH  203  -  Oral  Orders .  Subsection  (g)  provides  that  "[t]he 
placing  of  oral  orders  on  contract  market  floors  for 
nember- for -member  trades  shall  be  barred  unless  such  orders  are 
made  pursuant  to  rules  that  the  CoMmission  adopts  and  certifies  to 

mmfWHT:     If  "oral"  orders  include  flashed  orders,  such  a 
prohibition  ignores  the  beneficial  purpose  oral  orders  serve  in 
the  trading  of  futures  and  options  on  futures  contracts   The  vast 
majority  of  financial  contract,  orders  are  flashed   Moreover, 
virtually  all  hedging  from  options  co  futures  contracts  Is  done  by 
flashing.   To  eliminate  such  orders  would  damage  both  the 
efficiency  and  the  liquidity  of  the  markets. 

If  oral  orders  present  a  potential  problem  for  rule 
irceaent,  the  Board  of  Trade  has  not  experienced  such 
problems.   Therefore,  requesting  the  CFTC  to  study  and  promlgate 
rules  regulating  oral  orders  would  be  preferable  to  an  unstudied 
and  potential  devasting  outrighc  Lan  of  all  oral  orders. 

TITLE  til  -  BROKER  ASSOCIATIONS 

SfiCTIQf  JOl/SEgTiqP  302  -  Trading  Restrictiona :  Diaclosure. 
Section  (3) (A)  provides  that  "a  floor  trader  or  floor  broker  may 
not  make  a  trade  or  execute  an  order  of  a  customer  if  such  trader 
or  broker  knows  the  opposite  party  xo   the  transaction  to"  have  a 
relationship  either  as  a  partner  or  employer /employee  to  such 
broker  or  trader.   Moreover,  "any  trade,  business,  or  financial 
association,  affiilation,  partnership,  cose-,  profit-,  or 
capital-sharing  agreement,  or  other  formal  or  Informal  such 
arrangement  aust  be  disclosed  to  the  exchange  or  Commission. 
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Brokar  association*  hava  rac«iv«d  particular  attention 

of  lata.   Howavar/  thara  has  baan  no  dafinltiva  study  of  thair 
pravalanca,  stmctilra,  and  intact  on  futures  uarkata. 

Whila  coDBon  in  sons  markats,  brokar  associations  (as 
coamonly  undarstood)  ara  not  pravalant  at  ttis  Board  of  Trada. 
Hsvsrthnlass,  tha  broad,  unrastrictad  statutory  language  of  tha 
bill  could  prohibit  trading  by  nambara  vltti  perfectly  legitimate 
non-trading  business  or  with  minimally-relevant  relationships 
(such  as  the  eoployiQent  of  a  common  trade-chscic  clerk  to  minimize 
axpenaas .  ] 

Rather  than  make  a  draconlan  proposal  to  address  a  potential 
problem  whose  dimensions  are  unknown,  the  marketplace  would  be 
beat  served  by  mandating  the  Commission  to  study  broker 
associations,  report  to  Congress,  and  promulgats  rulss  if  found  to 
b«  necessary.   Indeed,  the  Conmiasion  ia  in  the  process  of  such 
rulemaking  currently. 

TITLE    IV    -    aOVERHINC    STUUCTHRE 

SECTIOH  «Ql  -  Sovaminq  Structure.   Section  (15)  requires  a 
■meaningful  representation  on  the  governing  board"  of  the  enchar^ge 
Including  Pens,  floor  brokers,  traders,  and  producers,  consumers, 
processors,  and  distributors  of  major  commodities  traded  on  the 
Exchange.  It  further  requires  that  no  less  than  twenty  percent 
(20%)  Of  the  Board  ba  comprised  of  non-membars,  either  experts  in 
futures  trading  or  otherwise  eminently  qualified. 

Section  (16)  provides  that  major  disciplinary  committees  have 
a  "diversity  of  membership  sufficient  to  ensure  fairness  and  to 
prevent  special  treatment."   It  further  provides  for  notice  to  the 
"ultimate  customer"  of  any  disciplinary  action  resulting  in 
financial  harm  to  a  customer. 

Section  (17)  provides  that  board  and  committee  members  must 
recuse  thenselvas  where:   (i)  the  manbar  or  any  business  affiliate 
of  the  Banber  has  virtually  any  interest  in  the  matter  at  issue; 
and  (2)  where  any  rule  or  order  "is  likely  to  affect  prices" 
specific  disclosures  must  be  made  and  recorded  and  undefined 
measures  taken  to  inauro^no  abuse  of  material,  non-public 
information. 

Section  (IS)  prohibits  (only)  members  from  serving  on 
'oversight  or  disciplinary"  panels  if  the  member  has  violated  any 
provision  of  the  CEft  or  any  other  law  "that  would  reflect  on  the 
fitness  of  the  member  to  serve  in  a  fiduciary  capacity"  for  a 
period  of  time  to  be  proscribed  by  the  Commission. 

COWMENT!  The  Exchange  has  no  objection  to  requiring  a  diversified 
board  composed  of  representatives  from  all  aspects  of  the 
Industry.   As  detailed  aupra .  the  Exchange's  Rules  currently 
provide  (or  such  diversity,  and  ' 
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I  r«;Qlr«9«:t   cf  Swrtis^    I6C9:    that  -qoBlUlBd- 

•oo  aabigoon*  ro  tw   ijip:«M=:e<l  by   tJie  Bxcbaa9*.      Section  16|B)    i 
nq>er£luaus  givan  ti^  »ard»;»   aC    I^^A'    Co  ■uMica  Call. mi ■;    iC 
should  ti^crcfcra  b*  dclslad   frcs  t^c   ti.ll. 

Uist  an  -—^--^r  BBSC  noCiX;  Um 


«hOQld  b*  BodieiBd  CO   scaca  EAat  an  «xc^an9«  si-.culd  notitj  tlw 
PCM,    wSo   i=  cam  bu«c  nctity  tfe*  cuatoaar.      Aitar=atively ,    tii* 
bill   could   r«qiiir«   DoSif  icaCii:<i  of   a   cuscc»«r  cnly  Hbara   ^^:^t. 
cusroaex   is  raasonahly   idancifiabla   by  xha   Exc&ang*.      ror*  aaa^ila, 
aocica  to  t!ia    "olti»ata"   c«»ra»«;  vwjld  be    vxposstbla    m  tlia 
iascanca   of   ■   foraign,    a«ni£m*  4e=i>--r.v  ifha:«   rhe  u'g'.aaca 
coMtiammra   ara  onidanCif  lad   anciCias  in  raraign  connitrias. 

nta  lagislAtion  »l«a  atTi^ita  to  iiwaut.  any  possibla 
conflict  of   intarasC  in  axchanga  aBaz^a,-vci.as    {s^c^  as  £ha  July 
Qiicago  Soybean  order  'Sbi.la  Uia  bill's  conflict  at   incareat 

procaduras   iiioaurata  a  aaritorious  goal  in  probibicing  anchariga 
board   or  ccanicCaa  aaabars   froa  Toc±ng  on  a  rule   If  tl>ey  bad   a 
airacr   financial  intarast   in  tba  sobjact,    cl>a  provisions   as 
drafted  would  aaka    it   lapossibla  tar  ■■■liii  ii    of  board  of  directors 
and  cQ^ittaas   tc  govern  tba  Bectianga.      T»>a  goals    ir.tenilad  fry  tiia 
lagislat-ioci,   hovavar,    ara  elaarly  and  aidequataly  illustratad   Ir. 
tba  current  process   used  by  tbe  Oiicago  Board  of  Trade    in  calling 
special   Board  aeetings   and  taking  aaargancy  actions-      Ttis  process 
raflacts  policiaa   and  practices  sat  forth   in  the  Cc^aodity 
Ezcbange  Act,    CTTC  Kegulatioos   and  CBOT  Rules,    regulations, 
policies  and  practices.      (£££  Appendix  5). 

Hm  vary  real  danger   inbarant   in  tlM  bill's  standard  is  that 
a   conflict  exists   by   the  partial   and    indirert   knowledge  of  a 
Director   of   his   affiliated   fira's  positicrs        mis  parcaivad  bias 
could   disqualify  virtually   all  Directors  save   (or  both  those   local 
traders   not  trsdi.ig  on   a  given  cor.troct    a.-i    ^-.e    -.cli;   directors 
without  any  position  holdings.      Accordir.gl;  .    ie;;i;r.3    a 
self -regulatory  organisation's  loat   ser;:.:s    33:1:73    zz^\±  be 
relegatad  to  those  furthest  raaoved  froa  the  experience    involved 
in   that  particular  action.      Such  a  result   is  certainly  counter  to 
the   F'^li'^   interest. 

Tlia  conClict  oC   interest  provlsicuia   in  the  bill  constitute  an 
onHorkabla  standard  during  an   ■■aiijency.      First  of  all,    tba 
procaduras   involve  any  order  'likely  to  affect  pricas   in  any 
■ctivaly  trading  contract  market.'     mis  incredibly  vague  standard 
laava*  it  totally  andatantined  under  what  precise  circuastancas 
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Aftar  conaidarlng  itm  raBporiBibilitiaB  and  all  clrciunaCancaa 
the  July  contract  (including  tha  aforaaantionad  action 
taken  by  the  CFTC) ,  the  Board  determined  that  tha  July  aoybaan 
DsrXet  was  seriously  threatened  with  tha  potantlal  for  a  major 
market  disruption,  including  the  lack  of  orderly  liquidation  and 
possible  defaults  on  the  contract.   In  the  Board's  opinion,  both 
the  devastating,  long-lasting  impact  of  such  a  disruption  and  its 
general  affect  on  market  participation,  heavily  outwalghaO  tha 
potential  ramifications  of  taking  emargancy  action. 

Tha  action  taken  by  the  Board  was  market  neutral,  effecting 
both  long  and  short  participants  and  providing  for  a  gradual 
raductlon  of  positions.   Tha  Board's  action  was  subseguently  fully 
validated  by  tha  CPTC,  which  reported  that  there  were  naithar 
inpropriatias  nor  any  conflict  of  Interest  present  in  tha  Board's 
dacialonmaking  on  July  11.   Tha  CFTC  specifically  concluded  on 
August  25  that: 

1.  There  were  aarket  Indications  of  an  imminent  disorderly 
liquidation  in  the  July  19B9  soybean  contract.   The  CFTC 
and  the  Exchange  conducted  extensive  and  coordinated 
surveillance  of  the  Hay  and  July  1989  soybean 

2.  The  Ferruzzl  "group"  held  the  preponderance  of  poaitlons 
on  the  long  side  of  the  market  and  In  addition  to  moat 
of  the  soybeans  in  position  to  deliver  on  the  contract. 
On  three  occasions,  the  CFTC  wrote  to  Ferruzzl 
•icprasaing  its  concern  regarding  the  orderly  expiration 
of  May  and  July  soybean  futures  contracts   On  two 
accaaions,  the  Exchange's  Business  Conduct  Commlttaa 
wrote  to  Ferruzzl  also  expressing  its  Concern  regarding 
the  expiration  of  the  July  soybean  futures  contract,  in 
addition  to  having  Ferruzzl  make  several  Committee 
appearance's  on  this  matter.   Farruzzi's  response  on 
July  10  demonstrated  the  trader's  apparent  unwlllingnasa 
to  cooperate  to  ensure  orderly  liquidation  of  the  July 

3.  The  CFTC  found  no  members  of  the  Exchange's  Board  of 
Directors  to  ba  in  conflict  of  interest.   Neither  did 
tha  CFTC  find  any  board  member  to  have  tradad  for  tha 
purpose  of  profiting  personally,  or  through  an 
affiliated  fira,  from  prior  knowledge  of  tha  July  11 

4.  The  emergency  action  is  not  likely  to  have  any. 

significant  or  lang-t^rm  Impact  on  tha  price  of  soybeans 
to  prcducers  or  consumers  because  most  cash  prlcea  ware 
already  being  priced  off  the  Hovenber  futures  contract 
at  the  time  of  the  action  and  because  the  action  did  not 
alter  the  fundamental  demand  for  soybeans.   Furthermore, 
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tit*  sharp  drop  in  prlc««  for  naw  crop  futures  afC*r  July 
14  was  In  rasponsa  to  bsnaficial  rains  in  u.5.  soybaan 
growinci  araaa  and  to  favarabla  supply  davalopnants  in 
Brazil;  and 

5.    The  fact  that  tha  axchangas  hava  the  authority  to  take 
•nergancy  action  as  a  last  resort  lands  credibility  and 
strengthens  these  Inforaal  neaaurea  and  usually  makes 
eaergency  action  unnecessary.   It  would  ba  unwise  to 
constrain  the  ability  of  the  exchanges  to  respond 
quickly  when  serious  problems  arise. 

Tha  currant  Senate  bill,  however,  appears  to  ignore  the 
CITC's  findings  and,  instead,  proposes  legislation  specially 
focused  on  requiring  the  futures  Industry  to  pay  tha  price  for 
Ferruzzi's  failure  to  obey  both  Exchange  and  CFTC  directives  and 
regulations.   Such  provisions  are  counterproductive:   they  punish 
contract  narkats  for  fulfilling  Congress ions lly  mandated 
responsibilities  as  well  as  Counteract  tha  public  Interest  served 
by  tha  Board's  decision.  Legislation  on  such  critical  industry 
issues  as  conflicts  of  interest  and  disclosure  is  simply 
unwarranted  by  the  facts  Ct  the  July  soybean  order. 

itUaii Jormaa  tkadiiis  PK*CTie«a  %ci  aw  naa 

S.1729,  the  Futures  Trading  Practices  Act  of  1989,  Is  offered 
by  Chairman  Leahy  as  a  bipartisan  effort  with  one  goal:   to 
"design  a  workable  system  that  Is  efficient,  affective  and  fair." 
Tha  Board  of  Trade  shares  and  fully  supports  tha  Comnittee's  goal 
of  achieving  afficiant,  effective  and  fair  legislation.   Anything 
less  would  ba  a  disservice  to  tha  American  people  and  econony 
since  it  would  ensure  the  demise  of  the  United  States  futures 
industry  to  tha  benefit  of  burgeoning  foreign  markets. 

The  Board  of  Trade  supports  some  of  tha  provisions  of  the 
bill  virtually  as  written.   Kith  respect  to  other  critical 
provisions,  however,  the  Exchange  believes  that  our  coMion  goal  of 
efficiency,  effectiveness  and  fairness  will  be  best  achieved  by 
alternative  statutory  language  an^/or  approaches.  Tha  following 
suMiarizes  each  provision  of  the  b\ll  accompanied  by  specific 
comoents  and  suggestions. 

TITLE  t  -  ADTHORtZATIOH  OF  APPROPRIATIQMS 

SBCrrpW  101  ~  ^*  bill  authorizes  a  sixty  percent  {60t)  increase 
for  the  CFTC  over  the  next  five  years  <from  $41  million  in  1990  to 
$66  villion  in  1994) . 
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Aftar  consldsrlncr  its  r«sponaibllitiaa  and  all  circunstancca 
•urroundlng  th*  July  contract   including  the  aforenantionad  action 
takan  by  tha  CFTC)   the  Board  determineci  that  tha  July  soybean 
marXat  was  seriously  threatened  with  tha  potential  for  a  major 
marXat  diaruption,  including  Che  lack  of  ordarly  liquidation  and 
possible  defaults  on  the  contract.   In  th*  Board's  opinion,  both 
the  devastating,  long-lasting  impact  ol  such  a  disruption  and  its 
general  effect  on  market  participation,  heavily  outweighed  th« 
potential  ramifications  of  taking  emargency  action. 

The  action  takan  by  tha  Board  was  market  neutral,  effecting 
both  long  and  short  participants  and  providing  for  a  gradual 
reduction  of  positions.   The  Board  s  action  was  subsequently  fully 
validated  by  the  CFTC,  which  reported  that  there  were  neither 
inpropriatias  nor  any  conflict  of  interest  present  in  the  Board's 
decisionmaking  on  July  11.   Tha  CFTC  spacilically  concluded  oh 
August  25  that: 

1.  There  were  market  indications  of  an  imminent  disorderly 
liquidation  in  the  July  1989  soybean  contract.   The  CFTC 
and  the  Exchange  conducted  extensive  and  coordinated 
Aui^feillance  of  the  Hay  and  July  1983  soybean 

2.  The  Ferruzzi  "group"  held  the  preponderance  of  positions 
on  the  long  aide  of  the  market  and  in  addition  to  Bost 
of  the  soybeans  in  position  to  deliver  on  Che  conCract. 
On  three  occasions,  the  CFTC  wrote  to  Ferruzzi 
expressing  its  concern  regarding  the  orderly  expiration 
of  Hay  and  July  soybean  futures  contracts.   On  two 
occasions,  the  Exchange's  Business  conduct  Comnittae 
wrote  to  Ferruzii  also  expressing  its  concern  regarding 
the  expiration  of  the  July  soybean  futures  contract,  in 
addition  to  having  Ferruzzi  make  several  Committee 
appearance's  on  this  matter.   Ferruzzl's  response  on 
July  10  demonstrated  the  trader's  apparent  unwillingness 
to  cooperate  to  ensure  orderly  liquidation  of  the  July 

3.  The  CFTC  found  no  members  of  the  Exchange's  Board  of 
Directors  to  be  in  conflict  of  interest.   Neither  did 
the  CFTC  rind  any  board  member  to  have  traded  for  the 
purpose  of  profiting  personally,  or  through  an 
affiliated  firm,  from  prior  knowledge  of  the  July  11 

4.  The  emergency  action  is  not  likely  to  have  any 
significant  or  long-term  impact  on  the  price  of  soybeans 
to  producers  or  consumers  because  most  cash  prices  were 
already  being  priced  off  the  November  futures  contract 
aC  the  cime  of  Che  action  and  because  the  action  did  not 
alter  the  fundamental  demand  for  soybeans.   Furthermore, 
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tti«  sharp  drop  in  pricu  for  nav  crop  futures  after  July 
14  was  In  raapons*  to  beneficial  ralna  In  U.S.  soybean 
growing  arena  and  to  favorable  supply  developaents  in 
Braiil;  and 

5.   The  fact  that  the  exchanges  have  the  authority  to  take 
emergency  action  aa  a  last  resort  lends  credibility  and 
strengthens  these  Inforeal  »aasures  and  usually  Kakee 
eaergency  action  unnecessary.   It  would  be  unwise  to 
eanstrain  the  ability  of  the  exchanges  to  respond 
quickly  irtien  serious  probleas  arise. 

The  current  Senats  bill,  hovever,  appears  to  Ignore  the 
CFTC's  findings  and,  instead,  proposes  legislation  specially 
focused  on  requiring  the  futures  Industry  to  pay  the  price  for 
Perruszl'a  failure  to  obey  both  Exchange  and  CFTC  dlractivas  and 
regulations.   Such  provisions  are  counterproductive!   they  punish 
contract  varkats  for  fulfilling  Congreaslonally  eandated 
responsibilities  as  well  as  counteract  the  public  interest  served 
by  the  Board's  decision.  Legislation  on  such  critical  industry 
issues  as  conflicts  of  interest  and  diacloaure  la  siaply 
unwarranted  by  the  facts  of  the  July  soybean  order. 

L1Z211 TTirmns  mtnzMO   PMCTICEa  ACT  Of  HM 

8.1739,  the  Futures  Trading  Practices  Act  of  1909,  is  offered 
by  Chairman  Leahy  as  a  bipartisan  effort  with  one  goal:  to 
"design  a  workable  system  that  is  efficient,  effective  and  fair." 
The  Board  of  Trade  shares  and  fully  aupporta  the  Coaalttee's  goal 
of  achieving  efficient,  effective  and  fair  legislation.   Anything 
less  would  be  a  disservice  to  the  Averlcan  people  and  econooy 
since  It  would  ensure  the  deaise  of  the  United  States  futures 
industry  to  the  benefit  of  burgeoning  foreign  earkets. 

The  Board  of  Trada  supports  soae  of  the  provisions  of  the 
bill  virtually  as  written.   Hith  respect  to  other  critical 
provisions,  however,  the  Exchange  believes  that  our  coaeon  goal  of 
efficiency,  effectiveness  and  fairness  will  be  best  achieved  by 
alternative  statutory  language  an^or  approaches.   The  following 
•uewirizes  each  provision  of  the  bill  accoepanied  by  specific 
cosaents  and  suggestions. 

TITLB  I  -  ADTHORIZATIQW  OF  APPROPRIATIOMS 

SECTlQll  im  .  The  bill  authorises  a  sixty  percent  (60%)  iaa 
for  ths  CFTC  over  the  next  five  years  (fro*  $41  aillion  in 
$66  «lllion  in  1994) . 
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1.  EOS 

EOS  !■  an  alatStronic  ordar  dallvary  systan  which  routa* 
cuatomar  orders  from  th«  nanbar  firm  offlcaa  to  a  trading  pit  on 
tha  floor  of  tha  Exchanga.   Undar  EOS,  tha  cuatomar's  ordar  would 
ba  tlnad  upon  antry  in  tha  aales  office,  upon  racalpt  on  tha 
trading  floor,  and  promptly  aftar  axecutlon  by  a  floor  brolcar.   A 
•ecure  and  unalterabla  racord  of  thasa  tines  is  created  by  EOS. 
EOS  Is  presantly  operational  on  a  pilot  basis  during  the  Board  of 
Trade's  evening  session  and  will  shortly  be  Implenanted  in  our 
daytime  trading  session. 

2.  Broker  Workstations 

The  Board  of  Trade  is  in  the  process  of  developing  bro)cer 
workstations  which  Involve  a  computer  terminal  through  which  floor 
brokers  would  manage  their  decks  of  orders.   EOS  would  flow 
directly  to  the  broker  workstations.   The  receipt  and  reporting  of 
executed  transactions  as  well  as  the  timing  of  such  transactions 
would  also  flov  through  the  broXer  workstations. 

However,  the  Exchange  is  fully  aware  the  broker  workstations 

^y  prove  to  be  unfsealble  in  high  volume  narkata.   Moreover,  it 
la  clear  that  based  upon  present  technology,  flashing  Is  a 
quicker,  more  efficient  means  of  order  communication  which  insures 
tremendous  cost  savings  to  market  users.   Therefore,  the  universal 
requirement  ot   broker  workstations  under  current  technology  would 
be  -counterproductive  to  market  quality. 

3 .  Hand-Held  Terminals 

The  Board  of  Trade,  in  conjunction  with  tha  Chicago 
Mercantile  Exchange,  has  coinmittsd  $5  million  to  the  research  and 
development  of  hand'held  computer  teminals.   Th*  hand-hald 
terminal  are  intended  to  allow  floor  brokers  and  traders  to  record 
all  floor  transactions  promptly  upon  execution,  time  such 
transactions,  and  transmit  data  for  matching  and  clearing 
purposes.   A  joint  committee  of  each  exchange  is  actively  pursuing 
the  specifications  required  for  such  terminals.   We  will  keep  the 
Commission  informed  of  progress  in  that  endeavor. 

However,  these  technological  enhancemanta  may  take  some  time 
to  develop  and  Implenent.  As  importantly,  it  is  not  yet  clear 
what  impact  such  enhancements  will  have  on  the  functioning  ot  open 
outcry  market*.  Certainly,  such  technological  enhancements  should 
provide  an  audit  trail  superior  to  any  in  existence  today.  In  tha 
Interim,  however,  significant  improvements  in  the  audit  trail  are 
already  taking  place,  including  the  reprogramming  of  CTR  computer 
logic,  narrower  bracketing  and  recording  requirements  for  member 
transactions,  and  tighter  timing  and  recording  requirements  for 
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Forasaaably,  the  requirenenCs  anuacratad  in  Ch*  currant 
voTdlng  of  this  section  at   the  bill  could  only  b«  act  by  (a)  a 
hand-held  terminal  or  (b)  computerized  trading.   A*  previously 
dlacuaaed,  although  the  Exchange  is  coaaitted  to  developing  auch 
technology,  to-data  such  technology  is  sii^ly  non-axistant. 

The  three-year  tiaatabla  oC  this  bill  would  coapal  ttaa  antirs 
futures  industry  to  trust  its  future  to  technology  as  yet 
undeveloped.   As  stated  earlier  th*  Board  of  Trade  *hares  this 
COBBittee'a  desire  to  bava  the  best  audit  trail  obtainable  trtiicb 
does  not  negatively  iapacC  the  functioning  of  the  narket. 
Requiring  standards  unobtainabl*  by  present  technology  only  sats 
up  the  aarketplace  for  failure,  to  the  detriment  of  all  involved. 
Deferring  the  requirement  by  three  years  provides  no  solution 
because  there  is  no  assurance  that  technology  will  develop 
sufficiently  in  the  interim  to  meet  the  proposed  standard- 

Tha  bill's  objectives  would  b*  better  served  by  siiqtly 
requiring  that  the  audit  trail  be  sufficient  to  properly  ponitor 
the  market  and  detect  potential  trading  abuses.   Tha  SRO's  and  the 
CFTC  are  in  the  best  position  to  determine  the  particular 
specifications  which  achieve  that  requirement.   This  CoMaiCtaa, 
through  periodic  oversight  reviews,  can  than  monitor  tha  programs 
of  audit  trail  developments  as  tbcy  occur. 

SZCTIOH  20Z  -  ConaiBB^on  Oversight,-  Dqt i,qi,qncpf   Orders-   The  bill 
provides  that  '[Hlot  later  than  1  year  after  of  the  date  of 
enactment"  and  "at  least  once  every  2   years  thereafter",  tha  CPTC 
'shall  assass'  how  contract  Barkats  datact  violations 

I£  it  tlnds  tha  axchangas  hava  failed  to  demonstrate 
sufficient  "trade  monitoring  systems,"  the  CFTC  can  order  the 
exchanges  to:   <1]  'institute  appropriate  improvements  in  its 
trade  monitoring,  compliance,  or  disciplinary  systems  necessary  to 
Isring  su^  systems  into  compliance";  (2)  "employ  additional  staff, 
upgrade  or  reconfigure  existing  systems  for  collecting  or 
processing  relevant  data  on  trading  and  trader  or  broXer  activity, 
or  d^loy  such  systems';  and  (3)  'suspend  the  privilege  of  dual 

Additionally,  dual  trading  aha 11  be  suspended  unlesa  the 
contract  market  either  (1)  da*onstrates  It  'Cully  satisfies  the 
audit  trail  standards"  or  <3)  shows'  the  substantial  lUcalibood 
tbat  a  suspension  wmild  barm  the  public  Interest  In  hedging  and 
price  basing." 

nie  CPTC  may  also  remove  any  "named  officer,  director, 
comaittaa  member  or  employee'  for  'willfully'  failing  to  fulfill 
official  responsibilities,  abusing  authority  or  performing  acts 
rendering  a  parson  otherwise  unfit  for  official  service. 
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ctMJHEMT;   Brokar  aBaociationa  hav*  racaivad  particular  attantlon 
of  lata.   Howavar,  thara  haa  tiaan  no  datinitiva  study  of  thair 
pravalanca,  structura,  and  inpact  on  tuturaa  narkata. 

Wtilla  comaon  In  soma  narkats,  broXar  aasociationa  (as 
conaonly  undsrstood)  ara  not  prsvalant  at  ths  Board  of  Trada. 
Navarttialaas,  tha  broad,  unrastrlctad  statutory  languaga  of  the 
bill  could  prohibit  trading  by  mambars  with  parfactly  legitimate 
non-trading  business  or  with  minimal ly-relavant  relationships 
(such  as  tha  amploynent  of  a  common  trade-check  Clark  to  minimize 
•xpanaea.) 

Rathar  then  naka  a  dreconian  proposal  to  address  a  potential 
problaa  whosa  dinansions  are  unknown,  tha  varkatplaca  would  ba 
bast  sarvad  by  mandating  the  Comnission  to  study  broker 
Bsaociatlona,  report  to  Congresa,  and  promulgate  rulea  if  found  to 
be  necessary.   Indeed,  the  Commission  is  in  the  process  of  such 
rulemaking  currently. 

TITLE  IV  -  SOVERMIMG  STRUCTTOE 

SECTION  401  -  eovemino  stmetura.  Section  (IS)  requires  a 
"meaningful  representation  on  tha  governing  board"  of  the  exchange 
including  FCMS,  floor  brokers,  tradars,  and  producers,  consuners, 
processors,  and  distributors  of  major  commodities  traded  on  tha 
Exchange.   It  further  requires  that  no  less  than  twenty  percent 
(20t}  of  tha  Board  be  compriaed  of  non-members,  either  experts  In 
futures  trading  or  otherwise  eminently  qualified. 

Section  (16)  provides  that  major  disciplinary  committees  have 
a  "diversity  of  nambarahip  aufficient  to  ensure  fairness  and  to 
prevent  special  traatmant."  It  furthar  provides  for  notice  to  the 
"ultinata  cuatomar"  of  any  diaciplinary  action  resulting  in 
financial  ham  to  a  custoaer. 

Section  (17)  provides  that  board  and  comnittee  members  must 
recuss  theaselvea  where:   (1)  the  member  or  any  buaineaa  affiliate 
of  the  member  has  virtually  any  interest  in  the  matter  at  iasua; 
and  (3)  where  any  rule  or  order  "is  likely  to  affect  prices" 
specific  discloi  '     ■       ....... 


information. 

section  (18)  prohibits  (only)  members  from  serving  on 
"ovarsight  or  dlBCiplinary"  panels  if  the  member  has  violated  any 
provision  of  the  CEA  or  any  other  law  "that  would  reflect  on  the 
fitnasa  of  tha  meabar  to  serve  in  a  fiduciary  capacity"  for  a 
period  of  time  to  be  proscribed  by  the  Comaiaslon. 

COMfJEST:   The  Exchange  has  no  objection  to  requiring  a  diversified 
board  composed  of  representatives  from  all  aspects  of  the 
industry.   As  detailed  sucra .  the  Exchange's  Ru." 
provide  for  such  diversity,  and  the  current  cod[ 
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Board  r«fl«et«  that.  Additionally,  tiM  Board  haa  already  axpandad 
(aubjact  to  Benbershlp's  approval]  th«  nunbar  at  non-maabar  public 
diraetora  on  tha  Board  from  thraa  to  four  and  axtandad  thalr  tarva 
of  aarvlca  from  three  to  four  years 

Tha  raquiranant  of  Saction  1S(B)  that  "qualifiad"  non-»a»bar» 
serve  on  najor  disciplinary  conaittaas  "whara  appropriate"  is  such 
too  ambiguous  to  be  implemented  by  the  Exchange.   Section  16(8]  ia 
suparCluous  given  the  mandate  of  1G(A]  to  ansura  fairnass;  it 
should  tharaCora  ba  delated  from  the  blll> 

Tbia  aeetlon  also  atatas  that  an  axcbanga  Buat  notify  tha 
"ultlaata  cuatomer"  of  a  disciplinary  action.   This  raquiraaant 
should  ba  nodifiad  to  state  that  an  exchange  should  notify  tha 
FCH,  who  in  turn  must  notify  the  customer.   Alternatively,  tha 
bill  could  require  notification  of  a  customer  only  where  that 
cuatonar  is  reasonably  identifiable  by  the  Exchange.  For  exaapla, 
notice  to  the  "ultiaate"  customer  would  be  impossible  in  the 
Xnstance  of  a  foreign,  omnibus  account  where  Che  ultimate 
customera  are  unidentified  entities  in  foraign  countries. 

Tha  legislation  also  attempts  to  prevent  any  possible 
conCIiet  of  interest  in  exchange  emergencies  (such  as  tha  July 
Chicago  Soybean  order.)  while  the  bill's  conflict  of  interest 
procedures  illustrate  a  meritorious  goal  in  prohibiting  exchange 
board  or  comnlttae  naobars  from  voting  on  a  rule  if  they  had  a 
direct  financial  interest  in  the  subject,  the  provisions  as 
drafted  would  make  it  iapossible  for  nenbers  of  board  of  directors 
and  committees  to  govern  the  Exchange.   The  goals  intended  by  the 
legislation,  however,  are  clearly  and  adequately  illustrated  in 
the  current  process  used  by  the  Chicago  Board  of  Trade  in  calling 
special  Board  meetings  and  taking  emergency  actions.   This  process 
rsflacta  policies  and  practices  set  forth  in  the  Commodity 
Exchange  Act,  CFTC  Regulations  and  CBOT  Hules,  regulations, 
pollclea  and  practices,   fgaa  Appandix  5). 

Tha  very  real  danger  inherent  in  the  bill's  standard  is  that 
a  conflict  exists  by  the  partial  and  indirect  knowledge  of  a 
Director  of  his  affiliated  firm's  positions.   This  perceived  bias 
could  disqualify  virtually  all  Directors  save  tor  both  those  local 
traders  not  trading  on  a  given  contract  and  the  public  directors 
without  any  position  holdings.   Accordingly,  deciding  a 
self -regulatory  organization's  most  serious  actions  could  Baa 
relegated  to  those  furthest  removed  troB  the  experience  involved 
in  that  particular  action,   such  a  result  is  certainly  counter  to 
the  public  interest. 

The  conflict  ot  interest  provisions  in  the  bill  constitute  an 
unworkable  standard  during  an  emergency.  First  of  all,  the 
procedures  involve  any  order  "likely  to  affect  prices  in  any 
actively  trading  contract  market."  This  incredibly  vague  standard 
leaves  it  totally  undatemlnad  under  what  precise  circumstances 
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Brokar  associations  tiava  ireceived  particular  attention 

of  lata.   Kowavar,  thera  haa  bean  no  dafinitiva  atudy  of  their 
pravalanca,  structura,  and  iapact  on  futuraa  BarkeCs. 

Hhila  conmon  In  aona  markata,  bro)car  asaoclations  (a* 
commonly  undaratood]  are  not  prevalent  at  tha  Board  of  Trade. 
ttavarthalaaa,  the  broad,  unrestricted  statutory  language  of  the 
bill  could  prohibit  trading  by  members  with  perfectly  legitimate 
non-trading  business  or  with  minimally- re levant  relationships 
(such  as  tha  employment  of  a  common  trade-check  clerk  to  ninlaize 

Rather  than  make  a  draconlan  proposal  to  address  a  potential 
problem  vhoea  dimanalons  are  unknown,  the  narketplace  would  be 
beat  served  by  nandating  tha  commission  to  study  brokar 
asaoclations,  report  to  Congrass,  and  promulgate  rulaa  It  found  to 
be  necessary.   Indeed,  the  Commission  is  In  tha  process  of  such 
rulemaking  currently. 

TITI^  IV  -  eOVERHIHG  STRUCTURE 
SECTIOM  401  -  Covamina  Structure.   Section  (15)  requires  a 

"meaningful  representation  on  tha  governing  board"  of  the  exchange 
including  FCItS,  floor  brokers,  traders,  and  producers,  consumers, 
processors,  and  distributors  of  major  commodities  traded  on  the 
Exchange.   It  further  requires  that  no  less  than  twenty  percent 
(20t)  of  the  Board  be  comprised  of  non-members,  either  experts  In 
futures  trading  or  otherwise  eminently  qualified. 

Section  (IG)  provides  that  major  disciplinary  committees  have 
a  "diversity  of  membership  sufficient  to  ensure  fairness  and  to 
prevent  special  traataent."  it  further  provides  for  notice  to  the 
"ultiaate  customer"  of  any  disciplinary  action  resulting  in 
financial  harm  to  a  customer. 

Section  (17)  provides  that  board  and  co&Blttee  members  must 
recuse  themselves  where:   (1)  the  member  or  any  business  affiliate 
of  Che  member  has  virtually  any  interest  In  the  matter  at  issue; 
and  (J)  where  any  rule  or  order  "Is  likely  to  affect  prices" 
specific  disclosures  must  be  made  and  recorded  and  undetlned 
measures  taken  to  insure^no  abuse  of  material,  non-public 
information. 

Section  (IS)  prohibits  (only)  members  from  serving  on 
"oversight  or  disciplinary"  panels  if  the  member  has  violated  anv 
provision  of  the  CEA  or  any  other  law  "that  would  reflect  on  the 
fitness  of  the  member  to  serve  in  a  fiduciary  capacity"  for  a 
period  of  time  to  be  proscribed  by  the  Coamiaaion. 

COWMEMT:   The  Exchange  has  no  objection  to  requiring  a  diversified 
board  composed  of  representatives  from  all  aspects  of  the 
Industry.   Ab  datailod  auora ■  Che  Exchange's  Rules  currently 
provide  for  such  diversity,  and  the  current  composition  of  Che 
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Board  r«£l*cts  that.  Additionally,  tha  Board  ha«  already  axpandsd 
(subject  to  *«ab«rship's  approval)  tb*  nunbar  of  non-mambar  public 
dlractors  on  tha  Board  from  thr««  to  four  and  axtandad  thair  tarns 
of  sarvica  froM  thraa  to  four  yaars. 

Tha  requlranant  of  Sactlon  16 (B)  that  "qualifiad"  non-membars 
serve  on  major  disciplinary  comalttees  "vbara  appropriata"  la  much 
too  ambiguous  to  be  implamanted  by  Che  Exchange.   Section  16(8}  is 
superfluous  given  the  mandate  of  I£(A)  to  ensure  faimesB;  it 
should  therefore  be  deleted  fron  the  bill. 

This  section  also  states  that  an  exchange  aust  notify  the 
"ultlaata  custoner"  of  a  disciplinary  action.  This  raquiremant 
should  ba  sodified  to  state  that  an  exchange  should  notify  the 
FCHi  who  in  turn  must  notify  the  customer.   Alternatively,  the 
bill  could  raquira  notification  of  a  customer  only  where  that 
custoBsr  is  reasonably  identifiable  by  the  Exchange.   For  example, 
notice  to  tha  'ultimate"  customer  would  be  impossible  in  the 
instance  of  a  foreign,  omnibus  account  where  tha  ultimate 
custovars  are  unidentified  antitias  in  foreign  countries. 

The  legislation  also  attempts  to  prevent  any  possible 
conflict  of  interest  in  exchange  emergencies  (such  as  the  July 
Chicago  Soybean  order    Hhile  the  bill's  conflict  of  interest 
procedures  illustrate  a  meritorious  goal  in  prohibiting  exchange 
board  or  cooBlttea  members  from  voting  on  a  rule  if  they  had  a 
direct  financial  interest  in  the  subject,  the  provisions  as 
drafted  would  nake  It  impossible  for  members  of  board  of  directors 
and  committees  to  govern  the  Exchange.   The  goals  intended  by  the 
legislation,  however,  are  clearly  and  adequately  illustrated  in 
'the  current  process  used  by  the  Chicago  Board  of  Trade  in  calling 
special  Board  meetings  and  taking  emergency  actions.   This  process 
reflects  policies  and  practices  set  forth  in  the  Commodity 
Exchange  Act,  CFTC  Regulations  and  CBOT  Hules,  regulations, 
policies  and  practices,   (gee  Appendix  5). 

The  vary  real  danger  inherent  in  tha  bill's  standard  is  that 
a  conflict  exists  by  the  partial  and  indirect  knowledge  of  a 
Director  of  his  affiliated  firm's  positions.   This  perceived  bias 
could  disqualify  virtually  all  Directors  save  for  both  those  local 
traders  not  trading  on  a  given  contract  and  the  public  directors 
without  any  position  holdings.   Accordingly,  deciding  a 
self -regulatory  organization's  most  serious  actions  could  ba 
relegated  to  those  furthest  removed  from  the  experience  Involved 
in  that  particular  action.   Such  a  result  is  certainly  counter  to 
the  public  interest. 

The  conflict  of  interest  provisions  in  the  bill  constitute  an 
unworkabls  standard  during  an  emergency.   First  of  all,  the 
procedures  involve  any  order  "likely  to  affect  prices  in  any 
actively  trading  contract  aarkat."  This  incredibly  vague  standard 
leaves  it  totally  undatemined  under  what  precise  circumstances 
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tb«  Board  nuat  tak*  cartaln  action.   Horaovar,  whila  wa  sgraa  in 
principla  with  th«  nacesaity  of  diacloaura,  tha  bill  aa  providad 
adda  a  tina  alamanC  which  could  saveraly  hamper  the  Exchange's 
ability  to  make  important  and  quick  policy,   finally,  the 
diaqualificatlon  from  ovaraiqht  panels  of  manbars  who  have 
violated  "any  other  provision  of  law  that  would  reflect  on"  the 
Bembar'B  fltnesa  Is  lapermisslbly  vague,  overbroad  and  Incapable 
of  enforcement.   (Horaovar,  aa  drafted,  it  applies  only  to 
nambors,  not  non-nembara) .   Thla  atandard  would  remove  members 
from  deciding  important  resolutions  Cor  such  minor  infractions  aa 
routine  recordkeeping  violations. 

Provisions  with  as  serious  Impact  as  these  should  not  be 
hastily  considered.   Recently,  in  a  speech  at  a  law  conference  in 
Strasbourg,  France,  CFTC  Commissioner  Robert  Davia  questioned  the 
premise  behind  the  proposed  conflict  of  interest  provisions. 
Noting  that  the  CFTC  found  ns  misuse  of  proprietary  information  by 
CBOT  Board  nambera  who  voted  on  the  soybean  order  forcing  the 
liquidation  of  largo  positions,  he  concluded  no  auch  provisions 
were  necessary.   We  agree. 

The  detailed  provisions  already  in  place  are  more  than 
adequate  to  meet  the  most  stringent  standards.   Alternatively,  If 
any  legislation  is  deemed  necessary,  it  should  be  to  codify  the 
existing  Rules  and  procedures  detailed  in  Appendix  5. 

TITLE  V  -  FLOOR  TRADER  RESISTRATIOH 

SECTIPHS  501-503  -  Definition  and  Reaiatration  of  Floor  Traders. 
These  sections  define  floor  trader  as  "any  person  who,  in  or 
surrounding  any  'pit',  'ring',  'post',  or  other  place  provided  by 
a  contract  market  for  the  meeting  of  persons  similarly  engaged, 
purchases  or  sells  solely  for  such  person's  own  account  any 
connodity  for  future  delivery."  The  section  also  requires  that 
floor  traders  register  with  the  CFTC  or  HFA. 


this  time  regarding  thesa 

TITLE  VI  -  PEMALTIE5 

SECTIONS  601-606  and  60S-61D  -  Penalties  and  damages  sections. 

SECTION  607  -  This  section  makes  it  a  felony  "for  any  person 
knowingly  and  willfully  to  falsify,  conceal,  or  cover  up"  any 
material  fact  or  make  any  false  statement  to  a  SRO.   The  CFTC  may 
assess  fines  against  rule  violators  the  higher  of  $100,000  or 
triple  the  monetary  gain  per  violation.   The  criminal  penalties 
may  be  extended  to  those  who  ■willfully"  provide  false  information 
to  SRO's  or  who  "willfully"  violate  CFTC  rules. 

The  CBOT  believes  that  the  CFTC  presently  has  isufficient 
deter  unlawful  trading  activity.   The  CFTC  already 
.al  penalties  in  the  statute  which  it  can  impose  on 
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violaCars.   Congraa*  auaC  k«ap  In  Bincl  that  tha  currant  syata*  of 
disciplina  o£  Esicbanga  aaabars  involvas  at  laast  thra*  saparata 
"ragulators."   Iba  Exchange  can  sanccion  a  tradar,  tha  CFTC  can 
aanctlon  a  t.rader  and  the  Justice  Department  can  bring  criBinal 
chargas,  althcr  at  the  request  of  the  CFTC  or  of  its  oun 
volition.   In  addition,  futures  industry  participants  currently 
■can  t>e  sued  in  civil  proceedings.   Finally,  the  CBOT's  Board  of 
Directors  recently  has  increased  the  Board's  fining  authority  from 
575,000  to  S250,000  per  violation,  more  than  tripling  its  past 
fining  authority. 

Ha  would  suggaat,  tharatora,  that  sutticient  sanctiona, 
panaltiaa  and  potantial  jeopardy  currantly  axist  to  sufficlantly 
datar  Cuturas  aarkata  participanta  froB  violating  tha  axiaCing 
regulatory  atructura. 

To  tha  axtant  tha  Coanittea  daaas  it  nacasaary  to  provide 
turtbar  public  protection,  ue  submit  that  raquiring  contract 
narkats  to   establish  procedures  for  customer  claims  where  customar 
ham  tias  been  found  in  an  exchange  disciplinary  action  will  better 
serve  Congressional  Intant.   Such  "restitution"  could  be  required 
by  the  disciplinary  ordar  as  tines  are  now;  the  resulting  funds 
could  then  be  held  in  ascrou  pending  notification  of  effected 
customers  and  tha  filing  of  customer  claims.   The  exchanges  hava 
the  necessary  resources  to  establish  such  procedures  with 
modifications  to  existing  procedures.   Such  an  approach  would  do 
far  nora  for  public  protection  than  incraasad  penalties. 

At  a  minlBua,  should  the  provisions  of  Section  607  ramain, 
the  "willful"  standard  needs  to  specify  that  true  scienter  is 
required,  namely,  that  violators  must  have  had  a  clear,  conscious, 
specific  intent  to  break  the  rules  to  be  convicted  of  a  felony. 

TITLE  VII  -  ASSISTANCE  TO  FOREIGH  FUTtlRES  AUTHORITIES 
SECTIONS  701-707  -  Asaiatance  to  foreign  futures  authorities. 
COMMENT:  The  Exchange  has  no  comnent  at  this  tine  regarding  these 


TITLE  VIII  -  GEMERAL  PBOVISIOHS 


bill  requires 
within  f 


months  aftar  raceivlng  such  registration,  to  attend  a  training 
session,  and  all  other  registrants  to  attend  periodic  training 
sessions,  [and]  to  ensure  that  registrants  understand  their 
responsibilities  to  the  public." 

The  CBOT  agrees  in  principle  with  heightening  tha 
I  of  its  members  to  issues  of  ethics.   Tha  Exchange 
currently  has  twice-monthly  sesinars  for  new  msmbsrs  to  Increase 
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consciouanesa  of  and  coBnitnent  to  athicsl  values  by  our 
sambsrstiip    THs  Evchangs  has  lengChanttd  Che  seminar  by  901  to  B 
full  day  and  has  used  a  new  "Statement  of  Ethics"  In  teaching  our 
Rules  and  Regulations  to  neu  aembers   Me  are  currently  contacting 
professors  and  various  universities  both  to  bettnr  understand  tti« 
current  scope  of  cOursos  and  other  oftarlngs  in  businaaa  ethic* 
and  to  seek  suggestions  from  them  Aa   to  how  th*  Exchange  can  beat 
develop  prograns  for  the  membership 

Moreover,  on  Auguet  IS,  19S9,  the  CBOT  established  « 
permanent  Committee  on   Ethics  and  Integrity.   This  Committee  has 
been  created  to  examine  all  aspects  of  exchange  trading  practices 
and  -trading  operations  to  ensure  the  utmost  of  integrity  and 
ethical  conduct  of  trading  including,  but  not  limited  to,  the 
proposal  of  rules  and  regulations. 

The  effort*  taken  by  the  Exchange  both  towards 
self-regulating  the  ethical  education  of  it  members  as  well  as 
establishing  a  permanent  Committee  clearly  denonstrat*  that  the 
"mandatory  training  for  registrants"  as  proposed  in  the  bill  is 
not  necessary. 

SECTIOHS  a02.  804,  BQ5.  S07  and  808  -  Undercover  Operations  and 
enforcement;  Enhancement  of  registration  requirements;  Hiring  and 
compensation  authority  of  Commission;  Appeals  by  registered 
futures  associations;  Telemarketing  fraud. 

at  this  time  regarding  these 

SECTIOW  803  -  Acoess  by  GAP  to  Information  Maintained  By 
Self -Regulatory  Organizations.   The  GAO  shall  have  access  "to  and 
the  right  to  examine  all  records  and  other  recorded  information, 
in  any  form,  and  to  examine  any  property  that  is  within  the 
possession  and  control  of  any  contract  market,  clearinghouse,  or 
registered  futures  association...  or  of  a  firm  that  provides 
computer  services  to  such"  SRO. 

COMHgtiT:   There  is  no  need  for  GAO  to  obtain  directly  such 
extremely  confidential  Information  at  will  from  the  SRO;  such 
Information  can,  under  proper  circumstances   be  obtained  from  the 
CFTC.   The  Commission  currently  has  the  subpoena  authority  to 
review  and  audit  all  records  and  property  within  the  control  oC 
any  SRO   The  Exchange  routinely  discloses  business  transactions, 
market  positions  trade  secrets  and  customers  names  pursuant  to 
CFTC  request    Expanding  this  right  of  access  to  the  Comptroller 
General  of  the  GAO  is,  therefore,  unnecessary  and  may  increase  the 
Inadvertent  disclosure  of  this  vital   confidential  data.   The 
provision  is  therefore,  not  necessary  and  creates  a  real  threat 
of  lost  market  user  confidence  in  the  confidential  status  of  its 
most  vital  business  information. 
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SECTIOH  806  -  Service  Fees.   The  bill  enpanels  th«  CFTC's  existing 
authority  to  charge  aorvice  fees.   Ssction  (2)  provides  "•uch  f«o« 
shall  reflBct  tha  Coat"  to  the  CFTC  of  (1)  "monitoring  trading  on 
the  floors  of  designated  contract  markets  to  prevent  and  deter 
violations;"  (2  "supervising  contract  markets  futures 
acsoclationB.  leverage  transaction  nerchants  and  other 
registrants  to  ensure  ceinplianoe  with  self-regulatory  Btandard*"; 
|3)  "analyzing  and  designating  new  futures,  option  or  leverage 
contracts";  and  (4)  "such  other  services,  activities,  and 
functions"  as  the  CFTC  finds  appropriate. 

COMMEMT!   The  Exchange  vehemently  objects  to  a  thinly-disguised 
transaction  tax  which  could  fund  the  entire  {$66  million)  CFTC 
budget  given  the  breadth  of  the  current  statutory  language.  This 
will  only  increase  the  cost  of  doing  business  and  thus  make  the 
entire  O.S.  future*  industry  less  competitive  internationally. 

The  Exchange  is  currently  spending  many  millions  of  dollars 
to  achieve  the  statute's  goals  over  the  next  three  years.   In 
1988,  the  Exchange  paid  the  CFTC  approximately  $155, 600  in  service 
fees.   In  addition,  the  Hational  Futures  Association  ("HPA"), 
which  is  coi^letely  funded  by  the  futures  industry  had  a  S21 
million  budget  in  19SS;  because  the  NFA  both  monitors  and 
regulates  the  industry,  its  budget  represents  a  savings  of  that 
aMount  to  the  CFTC  budget.  Therefore,  Congress  should  defer 
imposing  service  fees  and  reevaluate  them  after  further  GAO 
reports  are  submitted  to  tha  committee 

The  current  Conaodity  BxchanoF*  Act's  provisions  concerning  a 

contract  market  s  payment  of  the  Commission's  expenses  are  more 
than  adequate  to  serve  the  purpose  of  the  bill.   As  is,  each 
exchange  must  pay  the  Comnissicn  s  actual  costs  in  conducting 
contract  market  rule  enforcement  and  financial  reviews.   This 
would  appear  to  cover  the  expenses  proposed  in  Section  806(b),  (c) 
and  d  of  the  Senate  bill.  The  additional  fee  proposed  regarding 
the  additional  cost  of  monitoring  trading  on  the  floors  of 
exchanges  to  prevent  abuses  of  the  act  could  be  construed  to  be 
the  entire  CfTC  budget   The  imposition  of  such  fees  can  only  Bake 
ths  domestic  futures  industry  less  competitive  when  compared  to 
the  virtually  unregulated  foreign  market. 

The  availability  of  so  nany  other  methods  and  locations  to 
conduct  risk  management  of  the  futures  industry  means  that  any 
increase  in  the  costs  of  using  one  of  these  vehicles  such  a* 
service  fees  can  result  in  a  huge  disadvantage  relative  to  the 
competition   This  high  degree  of  competition  means  that  market 
users  benefit  as  each  provider  must  keep  its  costs  low. 
Conversely  any  regulaticns  that  increase  the  cost  of  using 
futures  -markets  will  put  the  U.S.  futures  industry  at  a 
competitive  disadvantage.   Moreover,  the  burden  of  these  costs 
will  be  borne  by  the  ultimate  users  of  risk  manageaent  services: 
grain  producers  and  handlers,  pensioners,  savings  account  holders 
and  other  who  benefit  from  using  futures  to  hedge  risks. 


35-216  O  -  90  -  6 


cibv  Google 


Ei{pari*nc*  has  damonsCratsd  that  thosa  who  uaa  futuraa 
aarkata  to  managa  thair  rlak  are  aictraiiBly  aanaitlva  to  incraaaem 
in  tha  coat  at   uaiiig  U.S.  futurea  markata;  thay  ara  quick  to 
Bwitch  to  toreign  markata  if  Aaerican  maricats  bacona  mora  costly 
to  usa.   This  BSnaitivity  to  cost  increasas  is  particularly 
pronouncad  in  ths  nsw  and  Issa  active  futures  markets  uhsre  the 
D.s.  cost  advantaga  is  snail. 

Tha  damage  an  Increased  service  fee  can  do  to  a  futures 
market  is  well  documented  in  the  case  of  the  S.O.F.E.,  a  formerly 
auccasstul  but  now  defunct  futures  exchange  in  Sweden.   Many 
experts  agree  that  the  Swedish  transactions  tax  initiated  at  Che 
beginning  of  1989  raised  the  cost  of  using  that  exchange  so  much 
that  its  customers  simply  took  their  business  elsewhere.   (See 
EurononeY-  March  1989,  pp.  49'50.]   Clearly,  a  Substantially 
Increased  sarvlce  fea  cculd  spall  th*  and  tor  aoma  U.S.  future* 
markets.   Higher  operating  coats  through  payment  of  service  tees 
means  higher  prices  to  those  who  use  futures  markets.   Foreign 
futurea  narkats  and  unregulated  risk  management  tools  will 
undoubtadly  becoB*  mors  attractive.  On*  American  industry  which 
still  rsaains  th*  envy  of  the  world  financial  industry  will  hav* 
its  competitive  advantage  unn*cessarily  arodsd. 

SECTION  B09  -  Venue  and  service  of  proceaa  section. 

COMMEHT:   The  Exchange  has  no  comment  at  this  time  on  these 
provisions  of  the  bill. 

SECTIOH  BIO  -  Study  of  Delivery  Polnta  for  Agricultural  ComnoditY 
Contracts.   Ths  Comptroller  General  "shall  conduct  a  study  of  th* 
provision  for,  and  functioning  of,  delivery  points  regarding 
contracts  of  salt  for  future  delivery  of  any  agricultural 
connodity."  CAO  is  also  to  study  cash  settlement  and 
international  market  Issues. 

COHMEMT:   A  study  ot  multiple  delivery  points  is  currently  being 
performad  by  GAO.   The  Board  of  Trade  has  already  begun  meeting 
with  GAO  in  cooperation  to  assist  them  in  their  study.   Thus,  the 
specific  provisions  of  the  bill  are  not  necessary  and  should  be 
deleted. 

In  addition,  the  Board  of  Trade  has  continuously  studied  this 
Issue  In  depth:   (H  1980  -  "An  Evaluation  ot  the  Delivery  Points 
tor  th*  Soyb*an  Futurea  contract"  was  prepared  and  submitted  to 
th*  CFTC  on  Nov*nb*r  26,    19S0;  (2)  1981  -  A  Special  Committee  on 
Great  Lak**  Delivery  Points  reviewed  grain  delivery  points  and 
ditterentlals;  (3]  1982  -  A  Special  Committee  on  Delivery  Points 
the  delivery  system  for  all  Board  of  Trade  agricultural  contracts; 
(4)  1985  '  A  Special  Committee  on  Agricultural  Regularity  reviewed 
the  grain  delivery  system;  and  (6)  1989  -  Th*  Grain  and  Oils**d 
Executive  Committee  of  the  Exchange  is  currently  r*vi*wlng  th* 
Exchang*'*  grain  contracts.   The  Economic  Analysis  department  ot 
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the  Exchange  has  conducted  atudiea  oc  tb*  Hhaat,  Corn  and  Soybean 
■areata  to  aaaist  th«  Comnitt**  in  ita  reviaw.   The  Exchange 
antlcipaCaa  continuation  of  theae  extensive  studies  with  full 
industry  input. 

The  Exchange's  experience  vith  thasa  atudlaa  danonstrataa  Che 
complaxity  of  the  isaue.   For  axaapla,  multiple  delivery  points 
have  baan  arguad  by  aoaa  aa  destructive  of  accurate  price 
discovery;  multiple  points  cause  futures  contracts  to  price  off 
tha  cheapest  delivery  point  rather  than  reflect  the  overall 
market.   The  result  may  well  be  lower  prices  paid  to  producara. 
Thus,  expansion  of  delivery  points  may  benefit  only  the 
corporation  owning  the  expanded  delivery  point,  not  the  producer, 
consumer  and  other  users  of  the  market. 

Wtila  Congraaaional  concern  over  contract  perfomanc*  is 
warraittwl  and  laudable,  focus  on  this  one  issue  appears  to  arise 
from  Um  false  accusations  surrounding  the  Board  of  Trade's  July 
11,  1989,   Emergency  resolution  regarding  tha  July  soybean 
contract.  As  detailed  above,  raliahce  on  those  accusation  is 
unfounded  and  dangerous.   An  abjective  study  by  GAO  ahould  place 
those  accusations  In  their  proper  perspective  with  finality. 

Rather  than  adopt  the  spaciflc  provision  of  this  bill,  the 
Committee  and  the  public  will  be  better  served  by  the  Committee 
reviewing  the  result  of  tha  CAO  study  currently  In  process  to 
determine  if  more  research  la  necessary. 

TITLE  IX  -  EFFECTIVE  DATg 
SggrioM  901  -  This  Act  becomes  effective  upon 

3   comment  at  this  time 
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Th*  co»bin«tion  ot  Bophisticatad  computer li*cl  survalllanca 
aystama  and  tba  vaatad  aalf-lntaraat  of  tha  Exchanga's  rigorously 
acraanad  naabarahip  combina  to  craata  an  axtramaly  affactlv* 
nachaniBn  for  tha  detaction  of  potantial  exchanga  trading  floor 
abuaaa.   Tha  Board  of  Trade  has  navar  condonad  —  and  doaa  not 
condona  today  —  any  trada  practica  abusa.   Provan  offandara  have 
alvaya  baan  appropriately  aanctionad  (including  finas,  auapanalons 
and  expulsions] . 

HaverChalaas ,  tha  Board  ot  Trada  racognitaa  that  auccasa  ia 
an  evolutionary  procasa,  not  a  atatic  one.  Thus,  despite  creating 
CTR  and  CTR-PLUS  —  tha  uorld'a  finest  audit  trail  and 
surveillance  syatams  —  the  Exchange  has  considered  all  naana  to 
preserve  and  improve  market  integrity.   The  result  of  the  moat 
recent,  intensive  inCsrnal  study  is  the  nineteen  (19)  point 
program  of  enhancements  detailed  herein.   These  improvements  (and 
others  still  under  consideration)  will  insure  that  the  Board  of 
Trade's  markets  remain  the  world's  most  efficient,  liquid  and 
economical  with  the  highest  degree  of  integrity  and  professional 
participation. 

In  conaidering  these  laauaa,  wa  urge  thia  Committee  to  remain 
mindful  of  the  potential  (indeed,  likely]  consequences  oC 
precipitous,  hastily  considered  action.   While  currently  the  world 
leader  in  futures  markeca,  the  U.S.  could  easily  loaa  this  unique 
and  valuable  industry  to  eager  foreign  coapeCitors,  if 
ill-considered  regulation  ia  mandated.   Therefore,  critically 
valuable  trade  practices  such  as  broker  trading  muat  be  carefully 
evaluated,  eapacially  where  their  value  is  indisputably  documented 
and  no  evidence  exlats  regarding  any  abuses. 

In  fashioning  any  legislation,  this  Coaoiittee  should  also 
look  with  pride  to  the  precedent  aet  in  1986  regarding  the  audit 
trail  iasue.  Then,  the  CFTC  goal  of  one-minute  tine 
identification  was  left  to  each  separate  exchange,  with  ita 
differing  ■smbership  and  narkets,  to  best  determine  how  to  meet 
Chat  goal.   The  result  ot  this  management- by- objective  approach 
was  the  creation  of  CTR,  the  world's  finest  audit  trail.   If 
Congraas  acta  aimilarly  now  after  careful  study,  the  result  should 
be  tha  continued  improvement  of  what  are  already  the  world's  most 
honest,  liquid  and  efficient  futures  narkets.   This  is  the  goal  we 
all  share. 

Several  of  the  provisions  of  S.1729,  especially  those 
relating  to  audit  trails  and  service  fees,  appear  ill-conceived  to 
achieve  the  stated  objectives  of  the  bill,  objectives  shared  by 
the  Board  of  Trade.   However,  with  some  modifications  to  key 
provisions,  everyone's  common  objective  of  market  integrity  and 
liquidity  can  and  will  be  achieved. 
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Th«  following  appandix  contains  two  Chicago  Board  of  Trad* 
raporta*/  analyzing  brokar  trading  that  vara  trananittad  to  tha 
CoBBOdlty  Puturaa  Trading  Commiaalcn  (CFTC) .   In  addition,  thl* 
appandlx  Includaa  tha  taatlnony  of  Dr.  Sanford  Croaaman  bafora  tti 
Houaa  Agricultura  Connlttaa.   (A*  tranacribad  fron  a  tap* 
racording) . 


Tha  first  raport,  antitlad  Study  of  th«  Rule  of  Brokar 
Trading  at  tha  Chicago  Board  of  Trada,  HidAaarlca  Conmadity 
Exchanga  and  Chicago  Rica  and  cotton  Exchanga,  was  aubnittad 
to  tha  CFTC  on  Kay  i,  19S9.   Tha  sscond  raport,  subnittad  to 
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study  of  th«  Rola  of  Brak«r  Trading  At.   Ui* 

Chicago  Board  eC  Trada,  HidABariea  Coaaeclity  Ixchanga 

and  Chicaga  Rica  and  Cotton  Exchanga 


Praparad  by  Staff  of  tha  Thraa 
Exetiangaa  in  Raaponaa  to  a  CFTC 
Raquaat  of  March  B,  1989 
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Th*  prsctic*  of  licokar  cradinq,  or  trading  aa  a  principal  and 
■■  an  sgant  ia  widaapraad  in  Cha  unitad  SCataa  and  abroad. 
At  Ua  raquaat  of  cha  Coaaodlty  FMEuraa  Trading  COBBlaalen, 
■caff  at    Uia  Chicago  Board  of  Trada   Uia  MIdABarica  CoBBOdiCy 
Enchanqa  and  tha  Ctiicago  Rica  and  coccon  Exchanga  hava 
praparad  tha  following  atudy  which  daacrlbaa  and  analyiaa 
brolcar  trading  a*  It  la  pracelcad  on  tha  Cleora  of  tha  thraa 
futuraa  axehangas. 


Thia  ahould  ba  viawad  as  a  pral; 

•cudy  of  tha  contribution  of  b: 
would  raquira  aora  tiaa  than  VI 
part  of  ita  furthar  analysis,  -t 
Profaaior  Sanford  J  Groaaaan  • 
conduct  a  atudy  of  tha  rola  of 
and  broadar  financial  BarlMta. 

This  atudy  daaonitratas  that  thi 
which  brckar  trading  bi 
bacBusa  brokar  tradara  ara  para: 
accounta  thay  ara  abla  to  anc 
tha  couraa  of  axacuting  a  cusi 
battar  prica  for  tha  cuatoaar 
brokar  who  doaa  not  trada  for 
datailad  aKasplaa  of  thaaa  trad: 
specific  advantagaa  cuatoaara  di 
praaants  lattari  froa  cuatoaara 
hava  ttiatr  ardari  axacutad  by 


Tha  sacond  banafit  of  brokar  tri 

aubatantial  liquidity  or  dapth 
ahowa  that  batwaan  2S\  and  Sot 
in  tha  aarkata  axaainad  ia  prov: 


thair  cuatoaara  thay  can  tradi 
alowar  «arkat*  during  laaa 
givan  aarkat  or  in  any  situation 
Baking  ■arvicali  ara  naadad.   Thua 
lallara  in  tha  aarkata,  and  aOi 
ordara  to  ba  axacutad  aora  aas: 
atudy  axplains  Bora  fully  tha  i 
liquidity  ia  providad  by  brokar 
Jll  aarkat  uaara) ,  praaanta  (urthai 
axtant  of  brokar  trading  — ^  -^-- 
axplaina  why  csrtain  othar  pos>: 
liquidity  ara  no( 


LBinary  study,  aa  thorough 

ikar  trading  at  tha  Exchanga* 
allottad  by  tha  CFTC.   Aa 
I  CBOT  has  conBlsaionad 
Prineaton  nnivaraity  to 

ireksr  trading  in  the  futuraa 

principal  banafita 
tha  (uturas  Barkats.   First, 

ttad  to  trada  for  thair  own 
a  in  trading  atrata^loa  in 

an  can  ba  obtainad  by  a 

Tha  study  providaa 

ng  atratagiaa,  daacrlbaa  tha 
rlva  froB  brokar  trading  and 
axplalning  why  thay  praCar  to 


iding  ia  that  it  adds 

:a  tha  aarkat.   Tha  study 

Of  tha  risk  capital  avallabla 

'.dad  by  brokar  tradara  1/ 

.aly  rastrictad  to  trading  for 


for  1 


.Baa  of   tha  day   in  a 
inara  additional   narlcat 
thara  ara  nOta   buyari   and 
ipital,    and  thia  paraits 
1  at  lowar  cost.      Tha 
.BBS  by  which   thia 
ira    (for  tha  hanafit  of 
itatlatica  dascribing  tha 
-tha  thraa   Exchangas,    and 
laana  of  providing  aarkat 
ikar  trading. 
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Tba  analysis  dlacuaaas  th«  ap«clal  coneritiijcion  which  brokar 
trading  oalcss  in  tna  narlcacs  at  tha  thraa  Cxchangas- 
Extansive  spreading  activity  b«>  cturacCaritad  chs  contracts 
at  Chase  Exchangaa  whlcn  togachar  with  brokar  trading  has 
been  a  kay  part  of  these  particular  sarXats  and  haa  tialped 
than  bacane  tha  most  '•fficiant  in  the  world.   Ttia  price 
relationships  anong  Che  delivery  months  in  tha  grains 
contracts.  Cor  axaapla,  are  tha  basis  for  hadglng  long  cem 
storage  costs  an  application  of  spreading  which  is  an 
incegral  part  of  ClM  U.S.  agricultural  industry.   Lllcewise, 
Che  cost  of  carrying  govemaent  sacuricias  can  be  hedged 
through  spreading  in  contracts  such  as  Treasury  Bond  futures 
at  tha  Exchanges   The  rala  at   broker  traders  in  facilitating 
inter-  and  intra -market  spreading,  thus  discribucing 
liquidity  across  coDDoditias  and  delivery  months  and  forcing 
bid/asX  spreads  (customer  costs)  as  low  as  possible,  Is 
particularly  critical  in  these  markets. 

In  addraasing  concerns  that  potential  trading  abtM«s  may  ba 

associated  with  broker  trading,  the  analysis  carefully 
di C Ce r ant lata s  bscwaen  the  practice  of  broker  trading  and 
potential  trading  abuses  which  may  use  that  practice  as  a 
vaiiicla.   Th*  practice  of  check  writing  is  occasionally 
abused  by  soma  who  draft  fraudulent  checks.   Restriction  cr 
prohibition  of  check  writing  would  net  address  the  abusas. 
Ensuring  that  a  sound  means  of  detecting  abuses  is  in  place 
and  that  a  stringent  set  of  sanctions  has  been  defined  and  la 
applied  a*  appropriate  is  a  mora  direct  and  logical  approach 
to  dealing  with  trading  abuses  than  tha  restrictions  or 
prohibitions  of  broker  trading  which  soma  have  proposed. 
Importancly,  this  approach  would  not  daaage  market 
performance  as  a  broker  trading  curb  would. 

Tha  analysis  discusses  tha  Exchanges'  CTR  Plus  system  which 
enables  staff  to  easily  pinpoint  any  Instances  of  abuse 
explains  enhancements  which  have  been  made  recenCly  and  which 
are  planned  in  this  system,  and  describes  p«naltiaa  which  are 
applied  if  trading  abuse  is  detected.   This  self -regulatory 
system  which  combines  ease  of  detection  with  strict  penalties 
provides  an  effective  deterrent  of  potential  abusas  which  may 
be  associated  with  broker  trading  at  the  Exchanges. 


aeope  of  the  HtndT 

An  analysis  of  tha  nature  and  effects  of  brokar  trading!/  i* 
presentad  in  this  study.   The  study  has  bean  conducted  in 
response  to  a  request  by  tha  Commodity  Futures  Trading 
Camnission  (CFTC]  Chat  eitchanges  undertake  an  analysis  of 
dual  trading"!/  "nd  Its  contribution  to  futures  market 
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p«rtor»anca.   Thi*  study  r«spend«  to  th*  r*quaat  lane  to  tna 
Chicago  Beard  of  Trada  (CMT) ,  tha  KidAaarica  Comaodlty 
exchange  (HkCI)  and  tha  Ctiiea«a  Xlea  and  Cateon  Excliange 
(CltCE),  thraa  affillatad  •xchang**  t'tha  Exchanqaa'). 

of  March  «,  tAa  CfTC  ataead 

■Continuing  incraaacs  in  volinta  in  tha  Cuturaa  aarkat* 
could  tndlcata  that  axchangaa  aay  conaldar  dual  trading 
iaaa  uaaful  2or  liquidity  than  Coraarly  b*llav«<l  to  ba 
tha  caaa.   Furtliar,  It  ha*  baan  auqgaacad  CroD  tma  to 
tlaa  tnat  liaiting  dual  trading  could  inhibit  cartain 
trading  abuaai  and  dacraaaa  potential  conflicts  of 
Intarast.   Tharafora  tha  Dlviaion  caquaats  chat  tha 
eitehangas  -collact  and  analyta  currant  data  ralativa  to 
dual  trading  in  thair  aarkata  to  asaiat  in  auch  an 
avaluation  of  dual  trading   In  thia  connection,  each  '. 
exchange  should  aubalt  dual  trading  data  covaring  a 
raprasantstiva  pariod  of  no  Iaaa  than  one  week  In  let* 
19l>  Cor  Ita  Boat  active,  a  moderately  active,  and  • 
less  activa  contract.   For  this  purpoae,  ■  dual  tradar 
ahould  tia  Idantifiad  aa  anyone  who  executes  e  custoaer 
type  Indicator  C^TI"  l  -rsde  and  •  CTI  3,  3,  or  4 
trada  during -a  single  trading  aaaaion.   These  data 
slMvld  Include,  but  not  ba  lialted  to,  the  following: 


-  the  following  inforaation  stated  separetely  for 
the  open,  close,  laaat  active  1/3  hour  bracket, 
end  aost  activa  1/3  hour  bracket:   the  voluae  and 
nuahar  of  transactions  by  dual  traders  and 
non-duel  traders  for  each  -expirnion  tor  eech 
contract  chosen,  separately  identified  as  CTI  1, 
I,  1  and  4   trades. 

The  Diviaion  requeata  that  your  exchange  provide  a 
detailed  analysis  based  on  the  foregoing  data,  and  such 
other  data  as  tha  exchange  aay  deaa  relevant,  together 
with  an  explanation  of  its  aathodology,  as  to  tha 
current  nasd  for  dual  trading  in  ita  aarkets.   your 
analysis  should  address  whether  or  not  potential 
liaittttona  on  dual  trading  could  addresa  the  typea  of 
cuatoaar  trading  abuses  actually  ancountarad  in  exchange 
coapliance  progfaas   To  the  extent  that  you  believe 
that  raatrictions  on  dual  trading  eight  unduly  liait 
liquidity  for  particular  sarkats  you  should  consider 
whathar  thare  are  other  aechanisas,  such  as  the  its*  of 
aarkataaksrs ,  sunshine  trading,  or  large  or  saall  order 
trade  •xscution  procedures  which  eight  serve  tha 
liijuidity  functions  which  historically  have  been 
attributed  to  dual  trading.* 
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This  Study  prasanCs  only  pralininary  Cinding*  oC  tb* 
Bxcbsngas'  scaff.   Dua  Co  the  voluna  of  daca  undar  anslysia 
and  tha  cosplaxicy  of  cha  ralacionstiips  betwaan  brokar 
trading  and  futures  markets,  sore  cKtansiva  analysis  needs  to 
b*  don*.   This  is  not  possible  within  the  tina  conatrainta  oC 
tha  currant  April  30  deadline.   Although  the  analysis  which 
folloua  concentrates  on  futures  aarkets,  the  Exchanges 
baliavs  that  the  results  -of  this  study  are  applicable  to  the 
option*  on  Euturas  Barkats  as  well.   The  basic  trading 
sechanisBs  in  options  and  Cutures  aarkets  are  identical  and 
the  role  of  broker  traders  is  the  saoa  In  botb.  Tttm 
liaitation  of  the  analysis  to  futuras  reflects  th*  tine 
constraints. 

As  part  ot  a  aora  thorough  analysis  o(  brokar  trading,  th* 
Exchanges  have  coiinisslonad  Protcssor  Sanford  J.  GroasBan  of 
Princeton  University  to  study  the  role  of  broker  trading  in 
the  futures  aarkets  and  in  financial  Mirket*  generally.   Tbi*. 
study  Hill  be  providad  ^o  the  CPTC  «t  a  laCar  dat«. 

The  Exchanges  have  serious  concern  with  tha  CTTC'a  r*qu«st 

which  should  be  noted  at  the  outsat  of  this  study.   As  will 
be  shovn  in  the  analyaia  ubich  follows,  aany  traders  will  be 
termed  'dual  traders"  (i.e.,  "broker  traders")  under  the 
CTTC's  definition^/  not  because  they  actively  cc«k  to  trade 
tor  their  own  account  as  well  as  for  their  custoaers  during  • 
trading  session,  but  rather  because  trades  aade  in  th*  course 
of  executing  custoaers'  orders  aust  be  placed  in  the  traders' 
■error  accounts'  (a  type  of  proprietary  account)  if  the     * 
trades  are  not  specifically  requested  by  the  custoaers  or  are 
not  in  conforaity  with  the  custoaers'  orders.   The  study  will 
deaonstrate  that  such  proprietary  trades  result  froa  certain 
strategies  employed  by  the  broker  trader  as  he  works  to 
obtain  the  bast  price  for  the  -custooer   However  the  data 
requested  by  the  CFTC  will  show,  for  exaaple,  that  a  given 
trader  who  has  used  these  strategies  will  be  shown  to  have 
executed  proprietary  as  well  as  brokerage  trades  during  a 
certain  tiae  period  —  and,  hence,  will  ba  a  "broker  trader" 
—  when,  in  fact,  the  trader  vas  strictly  trying  to  execute 
trades  for  his  custoaers'  benefit.   Thua,  the  data  can  be 
aisleading  and.  oust  be  interpreted  with  caution.   A  number  of 
different  definitions  of  broker  trading  are  possible,  which 
Bay  well  provide  diCferent  data  and  different  policy 

OT^Bnt"'^*"  "'   "■*  **°dv 

lb*  next  section  *xaMin*a  th*  nature  of  beeicmK  tcading,  notaa 
its  pervasiveness  in  all  financial  aarkata  and  dlsciwaaa  th* 

definition  used  in  this  analysis.   Section  III  also  discusses 
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tn«  acenonics  of  brakae  cradinf  and  th*  raasona  •  brokar 
tradar  cheeiaa  to  angag*  In  tba  praetlca.   (AppandtK  A 
prasanta  axaaplaa  at   trading  tactmiqua*  that  ara  anployad  by 
brokar  tradara>l 

Saetion  IV  axaalnaa  tAa  banaflta  of  brokar  trading  ter  ttia 
varlcBt  aa  ■  whola,  focuaaing  apaciflcally  on  tha  ralationahip 
batwaan  brokar  trading  and  aarkae  liquidity  a>  maaiurad  by 
tna  bid/aak  apraad  and  aarkat  dapeh.   (An  aaplrlcal  analyaia 
of  Uia  currant  activity  at   brokar  cradara,  uaing  tha  CFTC 
daflnition,  ii  praaantad  In  Appandlx  B] .   Tna  apaelfic 
banafit>  darlvad  by  brokar  tradara'  cuatoaara  afa  also 
axaainad.   (Appandix  C  containa  lattars  (roa  cuatoaar*  of 
brokar  tradara  aupporting  tha  practica) .   Finally,  it  la 
daaonatratad  ctiat  brokar  trading  aarvaa  Cha  naada  eC  tha 
hignly  variabla  damand  for  brokaraga  aarvtcaa  by  anaurlng 
Chat  a  raady  aupply  of  brokaraga  and  liquidity  sarvicas  la 
always  aoat  raadlly  avallabla. 

Saetion  v  axaainaa  potantlal  abuaaa  which  aay  ba  asaociatad 
witb  tha  practica  of  brokar  trading.   It  axaslnaa  tha  natura 
of  such  potantlal  abuaaa  and,  noting  that  thay  ara  not 
•xtansivaly  found,  diacuaaaa  tba  aafaguarda  currantly  in 
placa.   Finally,  Cba  aaction  avaluataa  propoaala  intandad  to 
addraaa  concama  wicn  abuaaa  aaaociatad  with  broXar  trading, 
witb  raapact  to  tbalr  af factivanaaa  in  limiting  potantlal 
•busaa  and  their  atfaet  on  tha  functioning  of  tha  sarkata. 


(Appandix   □  di 

typaa  of   trading  aachaniai 

ll^idlty  aarvicaa 

,    Batura   of   Tokar  Trading 


■at  aansd,    brokar  trading  ia  practiced  by  any 
:   flr»  that  functions  in  a    " ' ' 

\  agant   or  advlaor  and  tradai 
■i  banatit  aa  wail        Tha    futuroa  aarkat   floor  brokai 
1  for  hia  owti  account   ia 

r  brokar  tradi 
I  knowladga  of   a 


par form  tha  i 
tha  unitad  r 

followad  by  4  r 


Othar  axaaplai 
'  tlraa  that  h 


ip 

axaapla  of  t 
potantial  trada 


lal  I 


I  and  abroad,  individuals 
L  and  agant  ara  intagral  ] 

iitlally  takas  tha  ordar 
tor  and  tha  Individual  who  ultimately  axecutai 
all  ba  brokar  tradara.  In  tha  caaa  ot  Cuturar 
Unitad  Stata*.  tha  phona  brokar  who  racalvaa 


tin 


I  in 


tha  ordar  may 
trading  in  tha 
cuatomar'a 
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ord«r  m»y   also  b*  trading  tor  bia  own  account.   Tba  ruturaa 

Coaaission  Harchanc  (PC3I)  that  handlaa  tha  order  >ay  ba 
trading  far  its  own  propnatary  account.   Tha  Saqiatarad 
CoBBodicy  RepreaantaCivc  (RCR)  >ay  b«  trading  for  Ills  own 
propriatary  account.   ThuB,  tSa  tradar  on  tha  floor  of  tha 
futuraa  axchanga  wtio  ultiaataly  axecutas  tha  ordar  say  ha  ana 
of  several  brokar  trsdars  involvad  in  handling  «  cuBtOKor 

Hhila  the  exaayl*  of  an  roi  Is  cltod  abouo,  any  providar  of 
financial  Barkat  brokeraqa  servicaa  (•■g.,    a  bank,  a  savings 

•nd  loan,  a  credit  union)  could  ba  a  "broicar  tradar'.   In 
financial  sarXats.  a  broKeraga  concern  that  accepts  futuraa 
or  securitiai  Barlcat  brokerage  and  has  proprietary  accounts 
for  trading  in  tha  sasa  or  an  econonically  sisilar  narkat 
(e.g.,  brokerage  in  stocks;  proprietary  trading  in  stock 
options)  Bay  correctly  be  labelled  a  "broker  trader' 
Spaciallata  are  broker  traders  legally  aanctioned  by  the 
atock  axchangas  to  trade  both  for  thaBselves  and  for  othora 
on  tha  exchange  floor.   (It  should  be  noted,  too,  that 
because  the  nuiAar  of  ipaclalists  is  liaited.  there  Bay  be  no 
alternative  for  those  dissatisfied  vich  their  services.] 
Broker-dealers  in  tha  securities  markers  by  definition  are 
broker  traders  and  are  registered  as  such  with  their 
govemaent  regulator.   In  fact,  although  the  securities 
ioduBtry  has  certain  regulations  regarding  broker  trading 
{i.e.,  trading  aa  agent  and  principal),  the  recent  history  ol 
indictaents  in  the  securities  industry  suggests  that  tha 
•o-called  'Chinese  Halls*  set  Dp  by  the  industry  to  allow 
principal  and  agent  transactions  by  tha  saBe  econoslc  entity 
Bay  constitute  aore  a  porous  screen  than  a  real  barrier. 

Purtheraore,  it  should  be  eaphasized  that  broker  trading  is 
not  strictly  a  U.S.  practice.   The  practice  is  a  principal 
BechanisB  for  providing  liquidity  and  executing  custoaer 
orders  in  virtually  every  financial  narkat  of  -Che  world   For 
exaapla,  regulations  in  the  United  KlngdoB  were  recently 
changed  to  perBit  single  entities  to  engage  in  both 
proprietary  and  brokerage  trading  in  the  securities  aarkets 
where  such  dual  capacity  trading  had  been  prohibited 
previously.   Broker  trading  Is  persitted  and  is  prevalent  on 
the  floors  of  the  London  International  Financial  futures 
Exchange  (LIFTE)  and  the  narche  a  Terae  des  Instrusents 
rlnanclors  (mTIF] ,  the  two  largest  futures  exchanges  in 

Despite  Che  widespread  practice  of  broker  trading  in  tha  U.S. 
and  foreign  financial  »arkets,  we  shall  narrow  tha  scope  of 
the  analysis  and  exasine  broker  trading  only  froB  the 
perspective  of  the  brolier  in  tha  tuCuras  pit:  specifically, 
the  floor  broker  vho  >ay  also  trade  for  his  ovn  account. 

Even  froB  this  perspective,  the  definition  Bay  vary,  the 
previously  expressed  concern  with  the  CFTC's  definition 
notwithstanding.   Is  the  broker  tradar  a  floor  broker  who 
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could  trad*  •■  ■  principal  tauc  de*s  not?  ana  who  ^oja  trada 
aa  a  principal?  Ooas  ha  crada  both  aa  principal  and  aganc 
vltriln  tna  aaoa  tiaa  braekat?   In  thm   trading  «asaion?  Ovar 
ClM  last  waaK?  Ooas  ha  trada  in  tha  laoa  contract  Bonth  as 
tha  tira)(arad  custanar?   A  apraad  involving  that  aaaa  contract 
■onth?  A  back  Dontti?   AnoUiar  crop  yaar?  Oitfarant,  but 
ralatad,  cOBooditias?  Tha  cholea  of  daftnition  and  «e±>p*  of 
dafinitian  could  claarly  laad  to  diffarant  anpirical  raaulta 
and  conclusions  concarning  tOa  rola  ot   brakar  trading,  and 
■ay  hava  dKfaranc  policy  iapllcation*. 

For  tha  purpcan  of  this  atudy,  ua  will  concantrata  solely  on 
tha  rtlllty  of  a  brokar  to  act  ss  both  agant  and  principal  in 
tha  saoa  pit.   (In  tha  anpirical  analyaia  in  Appandix  B, 
howavar.  wa  usa  tha  CFTC  a  dafinition  ot   *  brokar  tradar  as 
ana  who  acts  as  a^ant  and  principal  in  tha  sana  trading 
saaslon.}   Thsrafora,  in  th«  tolloving  discussion,  actual 
obaarvancs  of  both  typaa  of  transactions  is  not  a  concam  ar^d 
a  taaporal  diaanaion  can  ba  l^norad.   Furthanora,  to  sat 
asida  discussion  ragardlng  tha  >atarial  natura  of  spot  varsua 
back  Bonth  contract  Inforaatlon  v«  will  viaw  tha  brokar 
tradar  as  ona  trading  in  both  capacitias  in  any  contract 
■onth  in  a  givan  pit.   Of  couraa  Dora  coaplata  study  of 
brokar  trading  would  nsoaasarily  hava  to  axplora  Dora  fully 
tha  acopa  of  tha  practice  -undac  Ita  various  posslbla 
dalinltiona. 

Tfta  IgoKar  Tradar  as  a  ■ualnaasBSB 

It  la  useful  to  eonaidar  a  tradar  in  a  futuras  pit  as  a 
businassaan.  Jut  individual  undartakaa  tridas  at  both  agant 
and  principal  bacBusa  it  ia  s  pnidanc  buslriaai  daclsion.   In 
tha  sinplast  casa  a  brokar  tradar  nay  ba  an  individual 
bualnassnan  who  is  priaarily  a  brokar,  but  ubo  naads  tba 
flaxibility  to  axscuta  -a  propristary  trada  aithar  as  part  of 
his  brokaraga  actlvltiaa  (saa  Appandix  A)  or.  lacking 
brokaraga  daaand,  to  taka  advantaga  of  a  business 
opportunity,   convarsaly,  tha  brokar  tradar  Bay  priDsrlly 
trada  for  his  -own  account,  but  at  tiaas  nay  ba  askaid  to 
provide  brokerage  for  other  individuals   In  Uie  active  grain 
■arketa  of  19Ha   for  axaMpIa  tha  daaand  for  brokerage 
aarvicBs  was  so  high  Uiat  aoaa  traders  who  noraally  did  not 
execute  custoser  orders,  were  asked  to  do  so  and  many 
existing  broker  traders  found  they  had  no  tiae  to  even 
consider  trading  for  their  own  accounts   In  slower  periods, 
they  provide  brokerage  as  needed  but  also  have  greater 
flexibility  to  pursue  profitable  trading  opportunities  tor 
their  own  account. 

The  trading  business  has  high  fixed  costa  due  to  seat  prices, 
dues  and  ciaa  spent  on  the  floor.   As  a  profit  aaxialzlng 
buaincasnan  the  tradar  will  seek  to  increase  product  lines 
aa  long  as  variable  coats  ot  doing  so  are  less  than  the  price 
he  can  racaiva  far  the  product.   An  increase  in  product 
lines,  and  preauaably  sales,  increases  overall  profitability 
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as  fixad  coatm  ara  spr«ad  ovar  ■  graacar  nuabar  ot   aalas. 
Ter   exampla,  tha  cradar  can  taka  on  brolcaraqa  acClviCy  ulch 
no  addiclonal  flxad  costs   Tharafora,  by  takinq  on  broXaragc 
duties  In  addition  to  providing  liquidity  aarvicaa  to  oChars 
in  ttis  BBrkatplaca  tha  trader  can  Incraasa  th«  ovarall 
profitability  of  tha  buainaaa. 

As  a  businasa  aan,  tha  broker  tradar  ha*  aavaral  goals.   Ha 
tiopas  to  hava  a   profitable  buslnaaa.   H*  knows  ha  incraasas 
tha  likalihood  that  his  buainass  will  b«  profitsbla  and  will 
andura  If  ha  provides  tha  kind  of  sarvicas  customars  naad. 
Ha  wanes  to  davalop  long  rarn  businass  rslationships  with 

business   Thus  he  must  focus  his  energies  on  helping  tha 
custosers  meat  their  own  goals    order  axacution  at  the  seat 
possible  prices  and  at  the  desired  time    Xt    ha  does  not  help 
the  custofflars  aeet  their  goals  or  if  another  broker  tradar 
does  a  better  lob  of  it  ha  will  lose  his  businass   Tha 
continued  axistanca  and  viability  of  broker  trading  a*  a 
business  is  clear  testimony  of  tha  success  of  broker  traders 
in  meeting  the  needs  of  their  custonars 

Cuatoaars  are  attracted  to  a  broker  trader  pracisaly  because 
he  actively  trades  Cor  his  own  account.   His  sense  of  the 
market  and  understanding  of  trading  techniquas  which  have 
been  well-honed  through  his  proprietary  trading  combine  to  - 
enhance  tha  quality  of  his  brokerage  product  by  enabling  hiM 
to  provide  better  order  "fills"  for  his  customers-   (A 
discussion  of  broker  trading  strategies  is  presented  in 
J^pendlx  A.]   In  this  rols  the  broker  may  establish  a  spread 
by  axecuting  its  two  sides  saparstaly  (i.e.   by  'legging'} 
rather  than  merely  accepting  a  spread  available  in  the 
market;  challenge  what  ha  feels  is  a  wide  bid/ask  spread  by 
bidding  or  offering  a  price  different  from  that  prevailing  in 
the  DsrXet;  or  disguise  his  customer  s  interest  by  raising 
questions  in  the  minds  of  other  traders  Aa   to  whether  the 
trade  is  being  executed  for  a  cUBtomar  Of  tor  hinself   Such 
activities  are  undertaken  to  improve  the  quality  of  tha 
broker  tradar  i   brokerage  aervlcesi  i.e.,  to  help  cuitoners 
meet  their  goals.   This  attracts  mora  and  repeated  brokerage 
business  and  increases  income  for  the  broker  trader  only 
insofar  as  cus^onera  bansfit  from  increased  <iuality  of 
■fills"  or  decrsaa«d  cost  ot  order  execution 

Broker  traders,  like  brokers  who  are  not  normally  willing  to 
risk  making  a  proprietary  trade  in  the  course  of  filling  a 
eustODSr  order,  absorb  the  cost  of  tbair  own  mistakes  in 
crdar-fllling.   These  mistakes  are  placed  in  their 
proprietary  (or  "error")  account.!/  Bowaver,  in  addition  to 
losses  related  to  mistakes  in  filling'  cuatoaer  ordara,  broker 
traders  nay  pursue  trading  strategies  which  force  thes  to 
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ACear  tha  isrotiai 

baouaa  oppos. 
quantity 


Bight  avan   radu< 


It,   nowav< 


Incur  taaporary  cradlnq  lostai  in  tha  couraa  of  gattlng  tti* 
cuitoaar.   For  axaapla,  conaidar  a 
I  larg*  cusceaar  buy  ordar  to  axaeuta. 
-  axacutaa  a  eartaln  portion  of  tha 
la  effar  prlca  ha*  risan,  parhapa 
'■  lansa  that  ttiara  ia  a  subatantlal 
>a  bougnt  by  Xh*   brolcar  tradar   or  for 
if  othar  raaaoni  ralatad  to  aackat  condition! • 

brakar  tradar  lalla  a  quantity  for  nia  own 
iBBpt  to  dlaquiaa  hla  intantiona  to  buy  mora 
I  cuitonar   This  propriatary  transaction 
1  tni  pravaillnq  sarkaC  prica  Cor  hia 
.t   Tha  offar  prica  aay  fall  and  pamle  tha 
coaplata  tha  buying  lor  his  custoDar  at  an 
;a.   If  tha  prlca  doaa  drop   of  couria   the 
:e*  a  profit  on  hia  propriatary  poaition. 
affar  prlca  rlaaa .  tha  brokar  tradar  say 
oaciaa  tna^  cna  raaalndar  of  tha  ordar  ahould  ba  fillad  at 
tha  highar  prica  (bafora  It  riaaa  avan  Kora)   which  ha  daaas 
would  ba   in  tha  bast  intaraat  of  tba  custoaar  In  thia  aas«, 
of  couraa,  ha  loaaa  aonay  oh  ht*  propriatary  poaltian,  Cakan 
initially  In  an  attampt  to  qat  tiia   custonar  tha  baat  fill. 
(Furthar  llluatration  of  auch  itrataglai  ia  givan  in  Appandix 
X.)   Tha  abova  aXBiipla  illuatrataa  tha  Judgaaant  which  tha 
brokar  tradar  must  axarciia  in  axacuting  a  cuatonar  ordar 
nia  quality  of  this  judgaaant  aata  tha  brokar  tradar  apart 
froa  othar  brokars  in  hi*  ability  to  provlda  brokaraga 
•«rvica.   Custonars  laak  to  obtain  tha  brokar  tradar' i  good 
judgaaant  »  and  ar*  willing  to  pay  for  it  —  knowing  that  it 
has  baan  davalopad  and  rafinad  through  his  trading  for  his 
own  account  and  knowing  that  thay  can  continue  to  eonpara 
this  aarvica  against  tha  sarvieas  of  othar  eoapating  brokar 

3oBa  question  why  a  brokar  -tradar  would  aaka  a  potantlally 
losing  trada  to  banaflt  A  cuatoaar   Such  a   viaw  concentratas 
on  aaraly  «  portion  of  tha  brokar'a  Cualnass  and  for  only  a 
short  tiaa  pariod   Tha  brokar  tradar'i  rationala  tor 
astabliabing  a  potantially  losing  propriatary  position  aakas 
aor«  sans*  it  ena  viaws  tha  brakar  tradar's  activitias  in  tha 
aarkat  as  a  whola  and  considara  long  tarn  ralatlonships  with 
brokaraga  -custoaars   i  a   conaidara  tha  brokar  tradar  as  a 
businassaan.   If  a  losing  trada  boma  on  occasion  by  tha 
brokar  tradar  laada  to  battar  fills  for  custoaars  which  in 
cum  laad  to  Bora  cuatoaar  tradas  tha  coat  of  tha  brokar 
tradar  s  leas  should  b«  offsat  in  tha  longar  run  by  tha 
incraasa  in  avarall  trading.   Soaa  losing  parsonal  tradaa  may 
Charstora  ba  vi«wad  -as  a  businass  axpansa  by  a  brokar  tradar 
daairing  a  larga  custooar  baaa.   Brokar  trading,  therefora, 
aakaa  acononic  ^ensa  if  us«d  affectively  for  tha  ennanceuvant 
of  tha  brokaraga  sarvicaa  tha  tradar  provldas. 

As  noted  in  Saction  V.  savara  panaltias  and  high  likalihood 
ot  datactlon  explain  why  faw  violations  of  axchaoga  rules 
occur  through  brokar  trading.   Kowavar,  soaa  Euturaa  market 
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cusCoaars  Bay  *tlll  praCar  that  Utair  brokara  apaclaliia  in 
brokaraqa.   Thasa  -custosara  kay  faal  that  brolcan  vHo  do  nat 
trad*  tot   thaaaalvas  provida  batcar  marvica  or  ttist  thay  can 
aveid  any  potantial  abusei  aaaociatad  vich  brokar  trading 
Cuateaara  having  tbia  vlaw  ara  not  coapallad  to  uaa  brolcar 
cradars.   Cuataaars  hava  a  clioica  to  racaiva  brokaraga 
•arvicaa  froa  a  brokar  tradar  or  froa  a  brokar  who  doas  not 
trada  for  hioaal^   Tha  data  suggaata  that  Uiia  choica  ia 
•xarciaad   Foe  axaapla.  In  tha  caOT  a  S     Traaaury  Bond 
futuras  pit  on  Octobar  5,  I98B,  tx\    of  brokarad  tradaa  fCTl 
1  2   or  *)    vara  axacutad  by  broker  tradars  for  that  day  and 
19*  vara  axacutad  by  brokara  who  did  not  trada  (or  thair  own 
account  that  day.   In  tha  CBOT  Wheat  futurea  pit  on  that  day, 
the  parcentaqaa  vara  ast  and  111.  raspactively.   Tha  data 
indicata  a  itrong  custoaer  preference  for  brokerage  aarvicea 
olCarad  by  brokar  traders. 1/ 

To  auaaariie,  tha  bu a inaasaan/ brokar  tradar  cDooaaa  to  trod*., 
for  hiaaalf  aa  well  aa  hla  cuatoaar  to  Incraaaa  tha  BMOunt  of 
aarvieaa  ha  auppliaa  to  tha  aarket  (In  hopaa  of  Incraasing 
hia  incoaa)  and  to  provida  hla  cuatoaara  battar  *aivlc«  (in 
hopas  of  attracting  avan  aora  brokerage  buainaaa) .   cuatoaara 
who  do  not  receive  the  quality  of  brokaraga  aorvica  thay 
naed,  will  take  thalr  bualnaas  eleevbara. 

XT,      The  ygtnrea  Harkata  at  tha  CTQT.  mCT  mad  CBCT  and  Tha 


of  the 

Markets 

at  the   tl 

The  provision  of  good  apraading  aarvicea  la  particularly 
iaportant  at  tha  three  Exchanges.   Many  of  tha  contracts  at 
tha  Exchanges  are  used  for  apraading  to  lock  In  coat  of 
carrying  physical  coanodities,  such  aa  ■grains.   Tha  price 
relationships  aaong  the  specified  delivery  aontha  create 
opportunities  for  badgers  in  the  grain  markets  to  tailor  tha 
type  of  protection  thay  obtain  through  their  use  of  the 
futures  markets  to  tha  period  of  tiae  they  will  aalncain 
their  inventories.   Dae  of  these  intaraonth  price 
relationships  in  the  futuras  -contracts  far  badglng  ia  an 
•■••ntial  part,  of  tha  grain  faualnaaa. 

Inventory  issa««  ara  also  a  eencam  to^thosa  In  the  buaina** 
of  trading  financial  instniaants  such  as  U.S.  Treasury 
Bonda.   Many  cuatoaara  routinely  using  futuras  spreads  to 
coapleaant  their  storage  or  inventory  operations  direct  their 
orders  to  broker  tradars  who  can  execute  spread*  aost 
effectively   The  futurea  contracts  which  trade  at  tha  three 
Exchanges  ara  widely  used  in  conjunction  with  inventory 
sanagenent  and  thus  the  high  quality  spreading  services  which 
broker  traders  can  provide  are  in  particular  demand. 
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rurtharaora.  iM«  »t   uny  at   tha  canCracca  oflarad  kt  tAa 
ExchanQas  ancalla  rouclna  rollovari  ahlftinq  a  poall 
tha  j^atrby  to  a  dafarratl  lontft  at  tha  axpiratlon  of 
dalivary  aontha .   Foe  tha  rollovar*  to  ba  carriad  cut 
•CCiciently.  adaquata  liquidity  la  nacaaaary  in  tha  dafarrad 
MonUia.   Spcaadinq  activity  bacwaan  dafarrad  and  naarSy 
■ontha  ia  a  principal  aourca  of  liquidity  in  ttla  dafarrad 
■enttia.   Brokar  trading  la  asaantial  in  all  dalivary  aontha 
and  parhapa  particularly  critical  In  tha  naarby  aontha  which 
previda  tha  liquidity  that  tha  brokar  trsdar  diacributaa, 
through  his  apraadlng,  to  Uia  laaa  liquid  dafarrad  Dontha . 
Moat  of  a  brokar  tradar  a  apraadinq  activity  includas  a 
poaltion  in  tha  liquid  naarby  Month.   Ba  would  ba  las* 
willinq  to  rlak  placing  a  poaltlon  In  an  illiquid  dafarrad 
■onth  —  a  poaitlon  which  sight  avantually  ba  ancarad  into 
hla  propriatary  account  if  it  doaa  not  till  tha  cuatomara 
naada  —  and  thua  would  not  provlda  dafarrad  Bonth  liquidity, 
if  ba  war*  unabla  to  aBtabliah  a  corraspondlng  pocitian  in  ■- 
tba  DM  Ay  Bonth. 

Brokar  tradara  ara  thus  oascntial  In  s*rvleing  tha  naada  of 
eustoBara  in  tha  kinds  of  aarkats  which  trada  at  th*  thraa 
Exehanqaa.  Thair  laporcanca  in  noc  only  providing  quality 
tills  for  cuatOBBr  spraad  ordara,  but  alao  in  anaurinq  propar 
conditions  tor  roliovars  cannot  bs  ovarstat*d. 

Tfca  Imtif  of  Tokar  f  radlaa 

In  gsnaral  brokar  trading  providaa  .^nafita  tor  futuras 

*arkat  parttclpanta  in  thrva  ways,   first,  brokar  trading 
anhancas  futuraa  sarkat  parforsanca  by  Ineraaalng  markat 
liquidity,  ylalding  tlghtar  bld/a*k  spraads  and  incraaaad 
Barkst  dapth.   Thia  is  particularly  iaportant  in  lasa  liquid 
p;ta  and  in  dafarrad  contract  aontha  and  rssults  m  lowar 
cost!  of  crdar  axacutlon  for  tha  cuatoaar   Sacond  custoaars 
of  brokar  tradara  banaflt  through  battar  axacutlon  prlcaa 
that  ars  availabla  through  uniqua  trading  tachniquas  and  tha 
incraasad  trading  flaxlbillty  that  tha  ability  to  brokar 
trada  givas  a  brokar.   Finally,  brokar  trading  banafita  all 
potantial  tutucaa  Markat  brokaraga  cuataaara  by  aaintaining  a 
rasidual  supply  of  brokaraga  sarvicas  to  aaac  a  volatila 
changing  daaand.   Thia  ia  aspacially  iaportant  In  aarkats 
such  as  thosa  at  tha  tlirsa  Ezchsngaa  whosa  risk  (and  daaand 
for  hadging  brokaraga  aarvicaa)  variaa  widaly  froa  aonth  to 
sonth,  aaaton  to  ssason,  coaaodlty  to  coaaodity.   Tha  activa 
grain  aarkata  at  tha  Exchangaa  in  tha  auaaar  of  ISS-t 
llloatratad  ttia  laportanca  of  having  a  rasarva  supply  of 
brokaraga  aarvicaa  which  waa  daaandad  by  cuatoaar*  on  «hort 
notica  as  prica  volatllitiaa  and  trading  uoliUM  shiftad 
sharply  froa  hour  to  hour,  d«y  to  day  and  waak  to  waak. 
Brokar  tradara  can  raspond  to  tha  brokaraga  daaand  whanavar 
and  wharavar  it  occurs.   Each  of  thaaa  banafita  is  discussad 
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IrofcT  TraJine  ana  LlgulaltT 

Liquidity  of  a  Markat  is  iU  capacity  Co  facilitata  trade 
•xacutions.   X  liquid  aarkat  will  anabla  BarKat  participants 
to  axacuce  orders  -of  a  cartain  «i£«  Dora  aaaily  and  quiclcly 
than  an  illiquid  aarkaC-   Ttia  bid/aaX  spread,  the  difference 
batwaan  tb*  cost  of  buying  a  conmodity  in  the  aarkac  and  the 
coat  of  sellinq  It  at  any  point  in  time,  is  one  widely  uaad 
■aaaura  of  liquidity.   The  spread  reflects  the  ability  to 
otfaat  an  earliar  transaction  (i.e.,  sail  if  one  has 
purchased  previoualy  buy  if  one  has  aald  previously], 
thereby  niniaizinq  flak  and  coat  of  tradinq  in  tba  aarket. 

The  axiatanc*  of  broker  traders  in  a  pit  adds  aora  buyinq  and 
sellinq  capacity  over  a  ranqe  of  narket  conditions  and  aakas 
Bore  risk  capital  available  to  service  hedging  and  inveaUMnt 
neada  of  narkat  participants.   The  Institution  -of  broker 
tradinq  brings  BOra  capital  to  a  pit  and  Bor*  traders  to 
provide  tradinq  services.   Market  liquidity  is  anhancad  aa 
risk  capital  in  the  pit  incraasas  and  tradinq  costs  are 
reduced.   Risk  capital  is  increased  since  brokers  can 
establish  speculative  positions  for  their  own  account  by 
broker  trading.   There  is  also  an  increasa  in  risk  capital  in 
a  pit  due  to  increased  trading  opportunities.   A  trader  able 
to  do  both  brokaraqe  and  also  trada  for  his  own  account,  is 
aora  apt  to  find  -a  satisfactory  number  of  tradinq 
bpportunitia*  in  a  low  volume  pit  than  a  trader  who  is  more 
liWited  in  his  tradinq  practices.  The  broker  trader  may  find 
that  a  low  voluae  pit  provides  adequate  incentive  to  attract 
him  to  offer  his  tradinq  services  (brokaraqe  and  market 
BBkinq)  in  that  pit.   The  increased  risk  capital  which  the 
broker  trader  brings  to  the  pit  lowers  the  bid/aak  spread  by 
providing  additional  opportunities  for  all  market 
participants  to  offset  a  trada  and  by  creating  conpatition 
anong  sarket  makers  for  a  trade  on  the  floor.   The  process 
feeds  on  itself  as  Incraased  risk  capital  leads  to  qraatar 
liqaldity,  and  since  qraater  liquidity  rMiuces  tha  risk  of 
I  imII  I  I II J  capital  to  the  market  (it  is  easier  to  otfaat  a 
losinq  trade]   more  risk  capital  is  attractad.   In  tha 
absence  of  broker  tradinq  risk  capital  In  the  pit  would  ba 
decreased,  and  tradinq  costs  would  incraasa,  to  ttia  detriment 
or  all  custoaaH. 

Broker  txadara  in  a  pit  can  provide  liquidity  or  market 
fMkl'^  services  when  brokaraqe  demand  is  slack.   For  asa^la, 
i.£   a  pit  has  16  brokar  traders  and  10  local  traders  or 
market  makers,  the  effective  number  of  market  makers 
available  In  tha  pit  bacomes  20   The  additional  market 
Baking  capacity  is  always  available   if  brokerage  demand  Is 
slack)  with  the  presence  of  the  brsker  traders.   Moreover, 
this  additional  market  maJcinq  capacity  is  provided  by 
experiencBd  traders  who**  sarvicas  can  ba  made  quickly 
available. 
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xm   raquaatad  by  tha  CFTC.  tha  Bxehanga*  hnr*  eoapllad  and 
■nalyiad  data  dascrlbinq  cha  airtant  of  brokar  trading 
activity  in  tAa  markaca.  Ttia  CfTC  a  -daflnltton  hai  baan  uaad 
tn  tha  analysia  daaplca  Ui*  croblau  nocad  at  tAa  outaat  of 
Uia  study  utiicn  can  causa  conCuaion  in  intarpracing  ttia 
data.   Tha  analyaia,  whicb  i«  nacaaaary  praliainary  in  liQht 
oC  tha  ahort  daadlina   ia  praaantad  in  fcppandix  B.   Tba  data 
itMlf  i«  provided  aaparataly  te  tha  CFTC. 

Cuatoaat  ■aaatita  rjam   thf  gwi.taiiaa  of  aratmt   Trading 

Jka  notad  in  tha  nuaaroua  lattara  racaivad  from  euatoaar*  vno 
approva  of  ttia  practica  □(  brokar  trading  (saa  Xppandix  C) , 
cuatoaara  banafit  froa  and  continua  to  ehOQaa  to  uaa  broltara 
wbo  alAd  trada  for  ttiaaaalvaa   Cuatoaara  Eacoqnlza  that 
thara  ara  aavaral  raaaona  thair  brokar  can  giva  thaa  battar 
ordar  filla  bacauaa  ha  ia  a  brokar  tradar.   (Appandix  A 
pEovidaa  axaaplaa  which  illuatrata  Uiaaa  banafita.)   rirat,  ._ 
cuatoaara  know  that  bacauaa  tha  brokar  tradar  alao  trada*  (or 
tiiaialf,  ba  haa  graatar  incantiva  to  laarn  tha  subtlatlaa  o( 
tha  aarkat  and  tharafor*  how  to  bast  axaeuta  an  ordar. 

Saeond,  tha  brokar  tradar  can  axacuta  a  cuatoaar  ordar 
without  aiqnalllng  hia  intantione  to  tha  pit  in  a  way  that 
could  advaraaly  affact  tha  pcica  paid  or  raeaivad  by  tha 
cuatoaar.   Oppoainq  tradari  do  not  know  if  ha  la  trading  for 
tha  cuatoaar  or  for  hiaaalf   Tha  ability  of  tha  brokar 
tradar  to  diaguiaa  hia  trading  intantiona  la  particularly 
laportant  to  hia  larga  cuatoaara  whoaa  larga  alzad  ordari 
could  otnarwiaa  racaiva  a  woraa  prlca   Purtharaora  tha 
conf idantlallty  of  tha  cuatoaar  ordar  can  ba  praaarvad.   Thla 
ii  particularly  iaportant  to  a  cuatoaar  who  ia  a  aajor  factor 
In  tha  caah  aarkat  and  whoaa  buainasa  would  ba  advaraaly 
affactad  if  hia  coapatltlon  (also  futuras  markat 
partlcipanta)  knaw  hia  intantiona  (a  g  ,  a  larga 
Bultinational  grain  firs  with  a  panding  axport  agraaaant) . 

Third,  tha  brokar  tradar  can  ua*  bla  own  account  to  halp 
axacuta  cuatoaar  ordara  by  'lagging*  apraada   Cuatoaara  who 
want  to  inltiata  a  spraad  poaitlon  (tha  aUultanaoua  purchasa 
el   ena  contract  and  aala  of  anothar  in  tha  axpactation  of  a 
rofitabla  changa  in  tha  prica  ralationahlp  batuaan  cria  two 


contracts]  raquira  that  two  posltii 
and  a  tail.  It  ia  oftan  poaaibla  ti 
obtain  a  spraad  (i.a.,  with  both  thi 
troa  anothar  tradar.  AlCamattvaly, 
axacuts  tha  buy  and  Bail  tranaactioni 


constructing  tha  raqulrad  apraad.   Thla  is  callad  "lagging 


tha  spraad*.   A  skillful  brokar  tradi 
tha  spraad  far  tha  cuatomar  '"  ~ 
tha  coat  of  the  spraad  aval. 


Appandix  A).   Tha  cuatoaar  banafits  by  racaivlng  tha  spraad 


ha  sought,  and  tha  brokar  t 

r  and  probably  kaaping  h 


ba  astsblishad 
tha  brokar  tradar 
buy  and  aall  'lags' 
tha  brokar  tradar  <: 
aaparataly,  thua 


.  __  jftan  abla  I 
anothar  tradar 


I  by  aatlsfylng  tha 


Bonltor  the  prica  aovaaants  in  ttia  aarkat  and  know  t 
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prieaa  have  b«*n  availabla  in  tha  pit  will  racognlia  that  tha 
broker  trader  wane  out  of  hi*  way  to  fill  tha  ordar.   Tha 
buainassnsn/brokar  tradar  will  likely  ratain  their  buainasa- 

If  brokar  trading  uara  prohlbitsd  many  of  tha  currant  broker 
tradara  vould  trada  only  for  thaasalVas  and  emt    pravidinq 
broXerage  servicas.   niay  would  laava  tha  broksrage  business 
becausa  they  would  not  b«  able  to  draw  on  their  trading  shill 
to  provide  particularly  hiijh  quality  brokerage  sarvice  to 
thalr  custoDars-   Thus,  as  compared  to  brokers  who  do  not 
trade  for  theBSalVes  thay  could  offer  no  special  incentivss 
to  potential  custoners  to  attract  their  business 
Furthemore.  under  a  broker  trader  prohibition  brokers  would 
not  be  trilling  or  able  to  enploy  tha  tachnigues  used  by 
broker  traders  because  they  could  not  risk  a  proprietary 
trade  {see  Appendix  A) .   Broker  traders  would  lose  a  trading 
advantage,  or  "edge",  vis-a-vis  local  traders   The  trading 
disadvantage  which  broker  traders  would  then  have  relative  to 
locals  in  the  pit  vould  cause  brokar  traders  to  become  locale 
trading  only  tor  themselves.   Hith  fewer  brokar  tradars  to 
conpete  in  the  business  of  offering  brokerage  services, 
customer  commissions  and  bidZ-ask  spreads  to  customers  would 
be  expected  to  rise   Turthermore  as  the  best  broker  traders 
would  trade  solaly  Cor  themselves  traders  of  lesser  -ability 
would  act  as  brokers   customeri  vould  be  left  with  few 
brokere.  less  competition  and  only  those  relatively  leas 
telented  brokers  to  fill  their  orders. 

Beeeuee  broker  traders  can  trade  for  their  own  accounts,  they 
have  tha  obvious  incentive  provided  by  the  profit  motive  to 
learn  tha  subtle  details  of  how  tha  markat  behaves. 
CustOBera  who  fixecute  orders  through  somsona  who  also  trades 
for  himself  know  that  thay  are  dealing  with  a  market  expert 
They  benefit  from  the  traders'  ability  to  read  market  trends 
and  provide  them  the  best  possible  price  and  market 
information,   customers  who  do  not  like  the  g^iality  oC  tha 
execution  they  receive  can  change  brokers.   Customers  monitor 
the  quality  of  order  fills  and  change  brokers  when 
warranted  X   large  number  of  qualified  brokers  are  available 
on  the  floor  of  the  Exchanges  for  customers  to  choose  fro*. 
If  a  customer  prefers  to  channel  his  orders  through  a  broker 
who  does  not  trada  for  himselT,  he  may  choose  to  do  so   Tha 
continued  existence  of  a  large  nuofaer  of  broker  traders  is 
proof  of  their  value  to  customers   If  there  were  an  inherent 
bias  against  customers  in  the  broker  trading  practice, 
customers  would  abandon  brokar  traders  in  favor  of  brokers 
who  do  not  trade  for  themselves  and  broker  traders  would 
cease  to  exist.   Indeed,  as  noted  earlier,  there  appears  to 
be  a  customer  bias  in  favor  of  broker. traders  in  the  pits  at 
the  Exchanges.   (See  the  letters  fros  the  custoaars  of  broker 
traders.  Appendix  C.) 

To  ensure  that  thay  have  the  beat  broker  for  their  needs  and 
re  the  services  provided  by  the  avail.abla  brokers, 
(  often  "shop  around"  by,  for  example,  asking  several 
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beokara  to  cxccuta  an  identical  aprcad.  Tha  brrtcar  providing 
tha  baat  sarvica  --  vbachar  er  net  ha  la  a  broker  trader  — 
ultieately  gets  tlta  buainese  over  tha  long  tara. 

Aa  noted  pravtously  another  raaaon  eustoBars  receive  better 
prlcee  whan  a  broker  trader  axacutaa  their  tradaa  ia  tliat  tha 
trader  La  able  to  avoid  ravaalinq  hia  {i.e.,  hie  cuetonec's) 
Intantiona  to  buy  or  aall   Thia  benefit  ia  eepecially 
critical  whan  a  cuatoear  aubaita  a  larqa  buy  or  aall  order, 
or  vhan  a  cuatoaer  fill  la  needed  without  delay  (e.g.,  at  tha 
open  or  cloaa  or  in  volatile,  fast  aovlnq  earkata)  and  tha 
broker  trader  cannot  wait  for  what  he  vlewa  «■  ■  temporary 
PEiea  diaadvantaga  to  correct  icaalf.   A  broker  trader  can, 
and  often  will,  protect  tiia  valued  euatour  hy   for  axasple, 
disguising  his  cuatoaer  *   buy  order  by  Baking  a  sale  froe  hia 
own  account  prior  to  executing  the  cuatoear'a  buy  order. 
Thia  action  Bay  help  prevent  prlcea  froB  rapidly  rising 
before  or  during  tha  execution  of  the  order  (large  ordera 
often  cannot  be  executed  anticsly  In  one  transaction  and, 
instsad,  are  executed  in  parts)  and  thereby  helpa  tha 
custoBer  obtain  a  batter  price.  In  another  situation,  tha 
broker  trader  may  have  a  large  cuatoBar  buy  order  to  fill  but 
considers  tha  prevailing  offer  price  to  be  too  high.   In  this 
caaa,  the  broker  trader  can  aall  a  certain  quantity  for  hia 
own  account  in  an  effort  to  see  if  the  prsvailing  offer  price 
Hill  Bove  to  a  level  he  conaidara  to  be  Bora  attractive 
given  aarkat  conditions  at  that  particular  tiae   12  the 
offer  price  doaa  fall  he  fllla  tha  cuatoaer  order  at  tha 
better  price   These  are  exaaplea  of  tha  kind  of  aarkat 
judgaaant  at  uhich  the  broker  trader  excels  and  for  which 
custoaers  are  eager  to  pay.   (See  Appendix  A  for  further 
axaaplea  of  how  the  broker  trader  exercise*  hi*  judgeaent  to 
benefit  tha  eustaaer. ) 

Although  it  Bight  seea  surpriaing  that  b  broker  trader  would 
aall  froB  his  own  account  while  holding  an  -order  that  Bay 
Indicate  Inforaation  that  will  signal  higher  pricaa  skilled 
broker  traders  do  thia  in  order  to  assure  that  custoaera  gat 
good  Cilia.   By  keeping  hia  cuatoaars  aatlafiad  the  broker 
trader/buainassaan  assures  hisself  a  atabla  source  of 
coaaission  Incoae,  and  that  incosa  ia  worth  taking  aoae  risks 
in  his  oton  account.   Cospetltion  froa  other  broker  traders  in 
tha  pit  Bay  force  hlB  to  take  these  risks.   Moreover,  the 
skilled  broker  trader  aay  be  raguirad  to  bear  these  risk* 
only  teaporarily  alnce  he  aay  be  able  to  offset  thea  through 
other  trades  once  the  custoaer  order  is  executed,  for 
exawle,  using  spread*  Involving  the  liguid  nearby  Bonth. 

The  additional  liquidity  generated  by  tha  presence  of  broker 
traders  means  that  cuatoaars  receive  higher  price*  when  they 
sell  and  lower  prices  when  they  buy.  Large  orders  affect 
price*  less  in  liquid  aarkat*.  FurtherBore,  by  allowing 
traders  to  also  provide  brokerage  services,  the  practice  of 
broker  trading  incraassa  coapeCition  for  brokerage  custoaers 
and  thereby  helps  keep  execution  costs  low.   In  his  19B1 
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papar,  Stanlayl/  work*  through  ••v«r«l  acMMrios  which 
deaonstrBCe  Ch«t  brolcerage  coses  would  incrcasa  if  brokar 
trading  were  prohibitad   SCanlay  3  analysis  demonstrates 
ttiat.  depending  OA  Che  assumed  cobc  of  an  exchanga  ssaC  and 
the  number  of  contracts  that  can  ta  traded  by  a  singl*  trader 
each  day,  a  ban  on  broXer  trading  would  result  in  some 
coabination  of  increased  total  brokaraga  fees  charged  to 
custooars  and  slower  execution  of  customer  orders   From  his 
simulations  ha  concludes  "...the  dual  trading  comnissions 
^would  always  ba  laaa  than  the  comuissions  without  dual 
Ccading" . 

Proviaiocs  of  paaarva  Brefceraqa  CapaeitT  to  Haet  Future  Heeds 

An  additional  banafit  of  broker  trading  is  that  it  creates  a 
pool  of  experienced  trading  expertise  that  can  be  drawn  upon 
Co  aaat  periodic  increases  In  the  demand  tor  brokerage 
s«rvicaB.   The  demand  for  brokaraqa  services  is  diractly 
ralatad  to  price  volatility   In  a  flat  aarkat,  1«b« 
brokerage  demand  exists.   However,  in  a  highly  volatile  price 
environment  the  dasand  for  brokerage  services  will  be  vary 
high.   This  can  be  observed  on  an  intra-  or  inter-day  basis. 
For  example  in  the  sumner  of  198S,  drought  conditions 
produced  substantial  increases  in  agricultural  prica 
volatility.   This  market  envlronaent  increased  the  demand  for 
risk  nanagenent  instruaents  and,  therefore,  for  the  execution 
services  of  floor  brokers   Since  most  traders  who  regularly 
did  brokerage  were  already  swamped  with  the  demand  for  their 
sarvices.  brokerage  demands  Ware  placed  on  traders  who 
norsally  traded  strictly  for  their  own  account   Having  tha 
fraadom  to  broker  trade,  these  traditional  locals  ware  able 
to  aaat  this  increased  demand.   In  the  absence  of  broker 
trading,  with  shortages  of  brokerage  services  brokerage  fees 
would  have  had  to  rise  sufficiently  to  offset  the  cost  of 
brokerage  start-up  in  order  to  elicit  new  brokerage  supply. 
Floor  brokerage  fees  were  raised  20t  per  trade  by  many  FCKs 
during  the  busy  markets  (Tba  fees  have  since  been  reduced 
again  to  previous  levels) .   Tha  fees  could  have  been  raised 
much  higher  if  reserve  brokerage  services  had  not  been 
available  from  broker  traders   Without  broker  traders 
adequate  brokerage  services  might  very  wall  not  have  ba«n 
available  at  any  cost  in  an  hour  a  day  or  a  week  if  new 
brokers  had  to  be  trained  fron  scratch.   Since  the  practice 
oi  broker  trading  was  possible,  those  start-up  coata  war* 
minijoal  for  locals  already  in  the  pit  or  in  nearby  pits. 
Without  broker  trading,  risk  management  custoaers  would  not 
only  have  faced  increased  bid/ask  spreads  because  of 
increased  uncertainty  in  the  volatile  market  environnant,  but 
bighar  brokerage  fees  and  higher  axacution  coats  aa  tha 
increased  brokerage  danand  would  have  >ora  likaly  been  mat 

4/  Kenneth  L.  Stanley,  "Measuring  the  Operational  Costa  of  Dual 
Trading:  An  Analytical  Framework,*  The  Journal  of  Futures 
Markets.  Vol.  1,  Ho.  3,  Fall  1981,  pp.  329-33S. 


cibv  Google 


with  in«xp«rlancad  or  siniBally  axparlancad  tradara.   Sona 
cuctoBaca  would  hav*  bad  to  wait  tor  naw  brekara  to  ba 
found.  It  aiqlit  net  hava  baan  poaaibla  to  iBiadlataly  naat 
tba  daaand,  avan  vitn  Inairparlancad  brekara. 

Full  aambara  of  tha  CBOt,  aany  of  whoa  ara  brokar  Cradars, 
hava  cartain  trading  righti  at  Cha  Chicago  board  Optiona 
Exchanqa  (CBOE) .   Historically,  uhan  CBOE  aarkaCa  hava  baan 
actiua  i-alativa  to  thoaa  at   ttia  CBOT  aoaa  al   tha  CBOT  full 
aaaHara  hava  ahiftad  tha  principal  focua  of  thalr  trading 
activntlaa  to  tha  CBOE   This  drain  of  brokaraq*  larvicaa 
froB  cha  CBOT  aarkata  haa  accaaionally  eauaad  ahortagas  for 
cuatonars  wnan  CBOT  aackata  hava  auddanly  bacoaa  activa.   In 
auch  lituations  tha  availabla  brokaraga  larvicaa  in  CBOT 
■arkats  hava  baan  raducad  and  aay  not  ba  inaadiataly 
raplaniahad  by  CBOT  full  aanbara  ratuminq  Iron  tha  CBOE 
«lncB  thay  now  tiava  a  coaaitaant  to  trading  thara.   Ovar 
tiaa,  if  Cb6T   aarkata  Taaaln  aotiva,  tha  full  aa&bara  aay 
ratum  and  tha  total  availabla  brokaraqa  aarvicaa  incroaaa. 
Howavar  tha  fact  that  thia  procasa  takaa  ciaa  illuatratea 
tha  diffleulEiaa  a  aarkat  can  axparlanca  in  iraadiataly 
raaponding  to  Incraaaad  brokaraga  daaand  by  drawing  on  supply 
froB  anochar  aarkat   Tha  raaarva  supply  of  brokaraga 
sarvicaa  which  brokar  tradars  provida  to  tha  aarkat  can  ba 
dravn  on  auch  aora  quickly. 

nvirieal  analysla  1*  n*«d*d  to  fully  understand  how  tha  rol* 
of  broker  tradara  in  tha  aictraaaly  activa  aijricultural 
aaAats  of  suaaor  19SS  coaparad  with  brokar  tradara  rela  in 
•arliac  laaa  activa  parioda.   In  particular  it  would  ba 
nacaaaary  to  study  how  tha  rmnbar  of  brokar  tradara  and 
brokairi  who  did  not  trada  tor  thaasolvaa  diffarad  in  tha  two 
typaa  of  nsrkat  conditlona  a.g  ,  in  tha  com  and  foybaan 
aarkats  at  tha  CBOT  in  July  19S«  vs.  July  1987],  and  tha 
trading  valu*«  and  Tiuabar  of  tradaa  for  which  thay  wara 
rasponsibla.   ntis  is  aaonq  tha  iaportant  topics  relating  to 
brokar  trading  that  dasarvaa  further  attention. 

Proa  an  aconoaic  psrspectlva,  flaxUUlty  for  future  decision 
Baking  in  an  uncertain  aarkat  environaant  baa  a  value 

referred  to  aa  "option  value'.   Option  value  usually  has  a 
coat  aaaoclaced  with  it.   For  sxaaple,  a  Ban  aay  ua«  hii  car 
to  drive  to  work   However,  he  will  be  willing  to  pay  (or  a 
public  bus  systaa  to  anaura  that  ha  haa  a  aethod  of  getting 
to  work  if  his  car  breaks  down   Tha  bus  aystaa  has  option 
value  to  hia  deapita  tha  fact  that  he  aay  never  use  it.   In 
tha  context  of  the  futures  aarkat  pits,  brokar  trading  has 
value  to  all  potential  futures  cuatoaer*.   In  tiaes  of 
incraasad  brokerage  demand,  custoaers  know  they  have  a  ready 
-BUpply  of  brokers  they  can  turn  to.   Broker  trading  provides 
Ilanibility  and  has  option  value.   This  -option  value  presents 
no  cost  to  these  potential  custoaers.   Moreover  broker 
trading  enhances  market  liquidity  for  tna  custoaers  even  when 
they  do  not  need  to  call  on  tha  additional  hrokarage  capacity 
it  providaa.   It  Is  an  uncoapansatad  positive  contribution  of 
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brokar  trading  chac  benaCic*  cn«  narkat  ganarally.   Tha  mora 
varlabla  tha  laval  at   denand  from  brokaraga  sarvicaa,  tha 
mora  vital  Chi*  reserve  brokerage  capacity  bacoaaa.   Study  of 
tha  varlaisllity  ot  brokaraga  danand  would  further  illuainat* 
Cha  valua  of  broker  trading. 

To  ■umBBrlia,  brokar  trading  prasent*  Chraa  Dajor  banafits 
vhich  are  particularly  critical  at  markets  such  as  those 
available  at  the  three  Exchanges-   First   it  increase*  market 
liquidity,  producing  lower  bid/ask  spreads  and  increased 
market  depth.   Second,  when  perfomed  by  a   skilled  trader, 
broker  trading  benefits  the  customer  by  pfoviding  superior 
execution  services  on  the  floor.   Third,  broker  trading 
provides  reaerva  brokerage  cervices  which  nay  be  celled  upon 
by  future  market  users. 

eoneern  With  Potential  Miuaes  T&me  Hav  Be  Xjsoeiat.d  With 

It  is  necessary  to  distinguish  between  broker  trading  —  a 
market  practice  that  provides  significant  benefits  to 
participants  of  futures  and  other  financial  markets    and 
abuses  associated  with  this  practice   The  Exchanges  have  an 
extensive  self  regulatory  structure  vhich  defines  trading 
abuses,  including  those  which  may  be  associated  with  broker 
trading,  and  prescribes  penalties  for  those  coomicting  these 
abuses.   Abuses  associated  with  brokar  trading  are  easy  to 
detect  and  despite  Che  fact  that  the  Exchanges  police  the 
markets  aggressively,  few  instances  of  abuses  committed  by 
broker  traders  have  bean  uncovered.   Moreover   few  customer 
complaints  have  been  received.   Currently,  the  penalties 
specified  by  the  Exchanges  focus  on  an  individual  broker 
trader  or  other  type  of  market  participant  committing  an 
abuse.   By  contrast,  the  extreme  utiasure  of  prohibiting 
broker  trading  would  provide  no  guarantee  that  the  abuses 
would  disappear  while  guaranteeing  the  elimination  of  the 
benefits  of  broker  trading  from  the  market.   Moreover,  such 
an  extreme  measure  implies  that  the  practice  of  brokar 
trading  itself  Is  an  abuse  wttich,  of  course,  it  is  not. 
Thus,  the  discussion  of  abuses  vhich  may  be  associated  with 
broker  trading  must  be  framed  carefully   Elimination  or 
restriction  of  brokar  trading  is  not  a  p&naCea  (or  market 
abuses,  even  for  thosa  abuses  which  a  broker  trader 
potentially  could  commit,  in  violation  of  Exchange  rules. 
This  point  is  obviously  understood  by  the  International  Stock 
Exchange  in  London  that  recently  changed  its  rules  to  allow 
broker  trading. 

Hatura  of  Potential  teuses 

Soma  have  asserted  that  Che  ability  Co  broker  trade  places  a 
Crader  in  a  po5itj.on  with  an  inherent  conflict  of  interest. 
Some  say  this  conflict  provides  an  incentive  to  breach  Che 
fiduciary  duty  Chat  is  owed  to  a  customer.   Although  ic  is 
Important  Co  noCa  ChaC  such  a  breach  would  have  a  minimal 
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•tiaet  en  th*  quality  of  futuras  karkat  prlcas  9anarally,  it 
eeuld  Bdvarsaly  aCfaec  ciw  quality  et  cuatsBari'  fills.  Two 
ways  In  wblch-  tbm  quality  et  a  qlvan  custeaar's  Cilia  could 
b«  raduead  ar«: 

1.   Trading  ahaad  et  a  cuateaar's  ordar. 

-  Thia  la  againat  tlw  rulaa  eC  tlia  Ixehangaa.  of 
ceuraa.  ■  cuatonar  la  baisad  only  if  Uia  act  of 
trading  ahaad  advarsaly  atSacta  tha  prica  tia 
racalvaa.   Hewavar,  tha  act  ol  trading  ahaad  ia 
illagal,  no  aattar  hov  qr  vhachar  tha  cuatopar  la 
attaetad.   Tradars  found  trading  ahaad  of  chair 
cuatoaara  ara  puniahad  aavaraly   Exchanga  rulaa 
provlda  for  finaa  up  to  $79,000  par  violationi/  and 
auBpanaion  or  axpulalon  from  tha  aarkat.   Expulalon 
froB  tha  Exchangaa   obvioualy  conatitutaa  a  loaa  oC 
livalihood  and  la  Uiua  an  aictraaaly  aavara  panalty.   ._ 
Tba  aara  axiatanca  of  thia  rula  and  ita  anforcaoant  .~ 
alraady  dlacouragaa  brokar  tradara  froa  axocuting 
propriacary  trade  ctoaa  to  tha  tiaa  at   a  cuaCoaar 
ordar  axacution.   Tha  Conputaritad  Trada 

Raconat ruction  (CTTt)  Syataa  (daaccibad  balou)  can 
raadlly  pinpoint  4n  Inatanca  of  a  bro)car  tradar 
violating  Exchangaa'  trading  ahaad  rulaa. 

a.   Taking  tha  othar  aida  ef  a  cuatasar'a  erdac. 

-  nla  la  a  teta  of  'buckating'  that  danlaa  a  cuatoaar  a 
coapatitlvaly  dataralnad  aarkat  priea  on  a  fill.   It 
la  against  tha  rulaa  of  tha  txchangaa   It  is  Illagal 
no  aattar  what  tha  affact  dn  tha  custoaar   As  with 
trading  ahaad,  tha  practica  la  aaaily  dsCactad  using 
tha  CTR   syataa.   Inseancas  of  thia  abusa  occur 
infraquantly  at  tba  Exchsngs,  but  whan  thay  do,  tha 
aavara  panaltiaa  notad  abova  aay  ba  laviad. 

Nalthar  of  thaaa  abuaaa  la  inbarant  in  brokar  trading,  nor 
•ra  thay  lapliclt  to  tha  brokar  trading  practica.   Wbila 
•ach  at   thaaa  abusas  ia  potantlally  raaunarativa ,  tha 
disincsntivaa  to  sngags  in  aucti  practlcaa  ara  to  high  as  to 
offaat  tha  incanciva  for  abuaa.   Tha  disincancivas  Co  angaga 
in  tbaaa  abuaaa  ara  two-fold:   a  high  prababiliCy  of  tha 
dataction  of  such  violations  through  uaa  ot  tha  CTR  systaa 
and  potantlally  high  sxchonga  panaltiaa  for  violations 
($79,000  fina.t/  posalbla  axpulalon).   Furtharvora,  If  a 


2/   Tha  Board  ot  Dlractera  racantly  raeoaaandad  an 
fining  authority  froa  S79,0OO  to  SZ90.000  that 

in  caaas  of  trading  abusas. 

1/  A  9390,000  fina  haa  baan  proposad. 
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brolcer  cradar  La  fiouitd  xo  b*  engaging  in  such  abusam,  ha  vill 
likaly  loaa  his  cuatoBaca  and,  thus,  his  brokaraga  buainaaa, 
•van  if  h«  ia  not  axpallad  tram   tha  Exchangas. 

As  noted  above,  Exchanges  employ  the  Computerized  Trade 
Reconstruct ion  ("CTR"   system,  tha  most -sophisticated  audit 
trail  and  surveillance  tool  in  the  financial  mar)(ets.   Tha 
CTR  System  reoonatructs  the  daily  -trading  activity  by 
computing  tha  execution  time  of  each  transaction  executed  on 
the  Exchanges'  trading  floors.   The  CTR  System  gathers  the 
executing  broker,  executing  firm  order  entry  tine,  quantity, 
price,  order  or  trading  card  numbar   opposite  broker  and 
firm,  and  half-hour  time  bracket  for  eveiry  trade   Each  time 
a  price  change  occurs  in  the  market  the  new  price,  along 
with  Uia  exact  time  it  uis   executed   is  electronically 
recorded  in  the  Time  and  Sales  Journal  by  independent 
Exchange  enployees.   The  CTR  System  takes  the  trade  data 
submitted  into  Che  clearing  ayitem  along  with  ^e  Tine  and  -• 
Sales  Journal  infomation  to  oalculate  the  tima  each  trade 
vas  nade  to  the  nearest  minuCe  or  less  ('CTR  TIKE'), 
typically  to  the  nearest  second.   The  CTB  Time  is  an 
essential  alament  in  the  Exchange's  ability  to  reconstruct 
the  day's  trading  activity  in  any  futures  contract. 

Tha  CTR  audit  trail  data  than  forms  the  basis  for  CTR  PUIS, 
the  surveillance  systems  which  analyte  CTR  trade  data  for 
possible  violations  of  CBOT  Rules  and  Regulations   CTR  PUIS 
has  tha  ability  to  identify  every  trade  in  the  market  and 
Isolate  where  potential  problems  sight  exist.   The  system 
identifies  who  made  what  trade,  at  what  price,  and  uhan. 
Most  importantly  it  looks  at  whether  the  price  was  reasonable 
given  prevailing  market  prices  at  the  time. 

This  year,  a*  part  of  their  routine  aurveillance  program, 
investigators  on  the  Exchanges   staff  have  begun  to  review 
all  daily  trading  activity  using  information  that  is 
available  tha  morning  after  the  trading  data   This  is 
analogous  to  the  Internal  Revenue  Systes  examining  every 
single  tax  return  for  errors  rather  than  a  random  sample. 
The  investigators  routinely  look  tor  broker  traders  who  trade 
ahead  of  their  customers  orders  by  having  CTR  PLUS 
automatically  search  for  instances  when  brokers  receive  a 
better  price  for  their  personal  accounts  than  (or  their 
customer  orders,   investigators  also  look  for  trading 
patterns  suggestive  of  taking  tha  other  side  of  custoBsr 
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'tha  futuraa  claarlnqtiousa  and  larqa  tradar  Infomatlon 
■ystaaa  currantly  allow  aaaaaaaant  of  tradlnq  tlaa  By 
trading  custoaara.   Ttia  atock  axcnan^aa-  hava  no  lyatao 
wni<^  dacalla  tradaa  and  trading  tlaaa  by  cuatonar. 
Stock  ayatasa  Includa  only  tha  brokar-daalara  invslvad 
and  vtiaUiar  eha  brokar-daalar  accad  aa  principal  or 
agant   custoaar  Inforaacion  for  all  aarkat  aagnanta  is 
critical  to  aaaaaaing  ttiraata  to  ttia  intamarkat  aystam. 
-and  all  aajor  axchanqaa  ahould  ba  raquirad  to  maintain 
«ucn  *n  Infarvation  ayatas.   Tha  Octobar  axpananc* 
illuatratas  ttia  naad  tor   inCor>atlon  *y«ca«a  capabla  of 
•onltorlng  conditiona  throughout  tha  ona-narkat  ayat«>. " 

Tha  CTR  Plua  aurwaillanca  syataas  ara  a  kayatona  of  aalf 
ragulatlon  «t  Xii9   txehangaa.   An  aecurata  CTR  ayataa  ia 
nacaaaary  to  datact  any  trading  abuaaa,  Including  thosa  that 
■ay  ba  aaaoclatad  with  brokar  trading.   Ho  aurvaillanca 
aystaa  ia  partact  but  tha  cnt  ia  tha  baat  availabla. 
laprovaaant*  costing  $1  Billion  hav«  baan  plannad  which  will 
anbanca  tha  ayatea  turthar. 

TO  turthar  incraaaa  tha  capabilltlaa  of  tha  CTR  and  tha  cm 
PltM  ayataas  in  aonitoring  trading  activity  and  pinpointing 
r*al  ot  potantial  abuaaa,  nina  trada  practica  raaolutlons 
wara  unanlaoualy  approvad  by  tha  Board  of  Diractora,  on  March 
a,  1189,  for  iaplaaantatlon  no  latar  than  Saptaabar  1,  19S9: 


Eatabllsh  «  parlod  of  lass  than  9  ainutaa  as  tha  first 
tiaa  braclcat  for  all  contracts'  raspacclva  trading 

Establish  a  pariod  of  laas  than  9  ainutas  as  tha  last 
tiaa  braclcat  tor  all  eantraeta'  raspactlva  trading 
saaaiens. 

-  Thaaa  tightar  tlaa  crackat  Incraaants  will  parait 
Incraaaad  praclsion  in  timing  and  confiraing  tha 
tiaing  of  tha  tradaa  ot  brokar  tradara  (and  ottaars) . 
Tha  changa  craataa  aora  and  aora  aecurata  tiaing 
varlablaa  which  can  0*   uaad  in  tha  CTR  Plus  coaputar 
prograas  to  pinpoint  trading  tiaaa. 

Catabliah  coaplata  accountability  by  aaabars  and 
claaring  firaa  for  ail  saquantlally-nuabarad  trading 
cards  on  a  dally  basis. 
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-  Brokar  traders  (and  othara)  will  ba  held  accouncabla 
ter  all  of  thair  pra-nuBbarad  tradinq  cards  and  ttia 
accuracy  oE  tha  saquancinq  inforaaCion  thay  contain. 

5.  Baqulra  that  nambar*'  trading  cards  be  piclcad  up  by 
claaring  firss  throughout  tha  trading  day  at  ona-hour 
intarval*  troa  tha  opanlng  at  aach  raapoctiva  iiar)cet. 

6.  Baquira  that  claaring  firms  aubait  tradaa  to  tha  Board 
el  Trada  Claarinq  Corporation  within  6ft*  hour  j—  -" 
ralavant  trading  card*  hava  baan  collacCad  (ran 

-  Tba  procaaaing  at   trading  data  and  tha  davalopoi 
tha  audit  trail  relating  to  brokar  tradara  — -* 
others  will  be  axpaditad.   The  change  aovi 
infomation  quickly  and  regularly  fro  the  tradi 
independent  exchange  and  CiiB  aMployaas. 

7.  Xequire  that  all  trading  card*  receive  the  Exchanga- 
daslgnatad  tine  sCasp  as  chay  are  taken  troa  the 
Exchange  tloor. 

-  Tbia  will  provide  another  precise ly-tlaed  variable 
which  can  be  used  in  pinpointing  tradiitg  tiaae  of 
brokar  traders  [and  others) . 

8.  Batabliah  an  Exchange  floor  'easter  clock"  aystea, 
accurate  to  the  nearest  second,  by  which  all  tiae  staap 
sachinaa  on  tha  floor  would  be  synchronized 

-  Any  time  discrepancies  a>ong  time  stamp  machinas  which 
lead  to  errors  in  tining  the  orders  and  cards  of 
broker  traders  (and  others  will  be  eliminated. 

9.  Install  an  'ButoBatic  bell"  on  the  floors  of  the 
Exchanges  specifically  to  designate  the  tlae  of  each 
bracket  change. 

-  This  change  will  facilitate  the  accurate  recordation 
of  tis*  bracket  inforaation  by  brokar  traders  (and 

These  changes  are  very  anch  in  the  spirit  of  tha  ideas  for 

improved  futures  market  regulation  proposed  by  senator 
Patrick  Leahy  In  his  March  5,  1989  letter  to  the  Exchanges, 
k  principal  proposal  was  for  Che  CTtC   to  mandate  i^irovements 
in  exchange  audit  trails.   These  changes  planned  by  the 
Exchanges  represent  the  latest  in  a  continuous  series  of 
enhanceaents  m  the  Exchanges  market  surveillance 
mechanisms.   These  enhancements  will  continue  to  improve  tha 
Excbangea'  ability  to   detect  abuses  associated  with  broker 
trading  and  should  also  provide  additional  I  ~~ 
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troMbttloB  and  K»BtrlotlBa« 

Ttia  coat*  at   any  abuaaa  aaaoclatad  vlth  broker  trading  ar* 
boma  diractly  ty  Cha  brokar  tradar  a  cuatoaara  not  tha 
Barkat  ganarally.   Tha  bast  individual*  for  aaaaaaing  choia 
coata  ara  tnaaa  cuatoaara   Tha  Excnanqaa  hava  raca^vad  taw 
cusCOBar  coapLalnta  of  abuaaa  ralatad  to  brokar  trading 
Kewvfar,  If  a  cuatoaar  faala  that  brokar  trading  iDpoa«a  a 
esat  on  hia  that  cuatoaar  can  racaiv*  axacutiDn  aarvicaa 
through  t  brokar  wno  doaa  not  trada  for  hiaaalf   Convaraaly, 
if  a  cuatoaar  daalraa  ordar  axacutlon  through  a  brokar  tradar 
(tha  latcara  in  Appandix  C   ahow  that  aany  cuatoDcrs  do  praCar 
tha  brokaraga  aarvicaa  ol  brokai  tradara) ,  thay  can  racaiva 
auch  anacution.   Thua,  cusca««ra  who  ar*  dlssaclafiad  with 
tha  axacutiona  of  brokar  tradara  at*  traa  to  diract  thair 
buainaaa  alaawhara   Kovavar  'tha  continuad  axiatanca  of 
brokar  tradara  provldaa  claar  aarkat  avldanca  that  tha 
brokaraga  aarvicaa  thay  provida  ara  auch  in  daaand. 

1*  thara  *ra  coneama  with  tha  poaaibility  that  brokar 
tradara  Bay  coaait  aoaa  iapropriatiaa,  prohibiciona  and 
raatriotiona  ara  tha  laaac  afficiant  aathoda  oC  controlling 
thaaa  iopropriatiaa.   Prohibition  or  raatriction  of  tha 
practica  of  chack  writing  to  aliainata  or  raduca  tha  uaa  of 
fraudulant  chaeka  would  ba  aiailarly  aiadiractad. 
Prohibitions  and  raatrictlona  do  not  aliainata  abuaaa  but 
aaraly  praoluda  t>t>m   vahicla  for  tha  obuaa.   Tha  abuaa  Bay 
•till  continua  through  anotnar  vahicla.   Banning  chacki  would 
forca  thoaa  who  abuaa  tha  chack  writing  practica  to  consider, 
parhapa,  Blauaa  of  cradit  cards.   Banning  brokar  trading 
would  allBlnata  any  Cyt>a  of  abuaa  by  brokar  tradars  -and  would 
aaraly  Corca  a  dlahonaat  tradar  who  aaaKS  to  violata  Exchange 
rules  to  usa  another  vanicla  (or  doing  so.   Prohibitions  and 
rastrictlona  of  brokar  trading  aay  ba  easy  to  dacrae  but 
clearly  ara  sispllattc  and  would  iaposa  aavara  costs  on  thoaa 
using  the  aarkats  directly,  a*  well  aa  thoaa  who  benefit 
indirectly  froa  tbe  exiatance  of  futurea  aarketa  and  cha 
presence  of  broker  traders  without  solving  any  real 
probleaa.   Horaovac,  tha  focus  of  these  prohibitions  is 
■laplaead  since  it  la  on  •  praetiea ,  not  on  an  abuse. 

Propoaala  calling  for  prohibition*  and  rastrictlona  of  broker 
trading  certainly  do  not  appear  to  be  justified  on  the  basis 
of  a  cost/benefit  analysis  of  the  particular  proposals.   A 
detailed  eoat/beneflt  analysis  should  certainly  be  dona  on 
any  specific  proposal  before  it  1*  given  larious 
consideration,   rurtheraore.  although  Dora  work  needs  to  be 
done  to  fully  describe  the  benefits  of  broker  trading,  no 
evidence  currently  exists  that  suggaats  the  actual  costs  of 
aCusaa  aaaociatad  with  brokar  trading  abuses  ara  large  or 
thet  soae  tors  of  brokar  trading  prohibition  would  provida 
such  a  cost  savings  as  to  justify  its  adoption,  k 
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prehlbltion  of  broker  trading  would  not  isLininata  Cha 
poeantial  for  cuatonar  abtma.   Such  a  prohibition  Bay  not 
•van  raduce  Clie  potential  for  '«bms««  which  ar*  currently 
aasociaead  with  brokar  trading  -it  .such  abusaa  could  also  ba 
coaaittad  vlth  anothar  trading  v«hlcla. 

Aa  notad  at  tha  outaat  of  thla  atudy,  tha  practice  of  broXar 
trading  ia  widely  used  in  the  financial  markaCB.   If  the 
total  elisination  ot  cuatoaar  trading  abuaea  la  a  social 
goal,  the  only  solution  is  to  close  down  all  of  our  financial 
■arkets.   The  specialisia  trading  on  the  stock  exchanges,  the 
broker  dealers  in  the  govemnant  securities  marKet  and  all 
other  broker  traders  would  necessarily  be  included  in  any 
action,   of  course,  such  a  solution  is  noc  considered  viable 
ainee  all  benefits  of  our  financial  system  would  be  lost 
The  only  reasonable  approach  to  any  problem  of  eusconer  abuse 
involves  enhancement  of  detection  cspability  and  Imposition 
of  appropriately  lerga  penaltiea  for  thoaa  found  comnittlng  '- 
an  abuse.   Reducing  the  efficiency  and  raising  the  coat  of 
doing  business  in  tha  United  States  through  Ill-conceived 
prohibitiona  and  restrictions  -of  the  beneficial  practice  ot 
broker  trading  imposed  selectively  en  one  of  tha  country's 
Bost  important  financial  marketa  would  certainly  result  in 
loss  of  markets  to  foreign  competitors. 

Ill-eeneelved  Propoaale  to  Beatriot  Broker  Trading 

The  following  proposals  to  restrict  broker  trading  have  been 
put  forth  by  various  individuals  concerned  with  tha  potential 
for  abuses  associated  with  broker  trading   All  are  flawed, 
it   BKplained  below.   The  principal  flaw,  common  -to  all  these 
proposals,  is  that  tney  focus  on  the  practice  of  broker 
trading,  which,  itself,  is  not  an  abuse-   Broker  trading, 
like  other  practices  in  the  financial  markets  such  as 
investment  banking,  Inter-narkat  arbitrage  market  making  or 
options  writing,  can  be  conducted  vlth  or  vichouc  abuses   & 
carefully  constructed  regulatory  structure  is  necessary  to 
define  the  abualva  behavior,  ensure  that  -means  of  detection 
are  adequate,  and  provide  for  penalties  which  will  Serve  to 
deter  wrong-doing.   Such  a  regulatory  structure  exists 
currently  and  serves  the  interest  of  the  customers  better 
than  any  of  the  following  proposed  procedures. 

1.    Limit  the  slse  of  custoaer  orders  vhlcb  a  broker  trader 
la  permitted  to  execute  (e.g.  t  Order  slse  MWt  not 
exceed  IQO  contracts) 

This  proposal  would  restrict  the.  incidence  ot  any  abuse 

associated  with  broker  trading  to  small  customers,  thus 
creating  inequitable  treatment  of  different  types  of 
customers   Large  customers  would  b«  forced  to  break  up 
their  large  orders  among  nany  broker  traders  or  would 
have  to  rely  on  brokers  who  do  not  trade  for  themselves, 
AS  noted  earlier,  these  brokers  do  not  have  the  same 
facility  to  obtain  the  beat  price  as  the  broker  traders 
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do.   TIi«  incraBantally  lowar  quality  tilla  tor  lar^a 
ordars  could  nava  a  aufiatantial  «dvarB«  iapact  on  larga 
firma'  oparationa-   Slnca  th«»«  larga  flraa  ara  vary 
oftan  acciva  in  world  markata,  Bwara  at   alcamativa 
trading  opportunlciaa  abroad  and  positionad  to  taka 
advantaqa  of  alcamativa  intamatlonal  Birkats. 
significant  buainasa  would  ba  loat  to  foraign 
coapatitian. 

LiBit  a  brekar  trader  to  a  cartain  aseunt  of  brokaraga 
activity  during  a  aasaien  (a.g. i  A   brekar  tradar  ia 
paraitcad  to  fill  cuaeesar  ordara  rapraaantlng  no  mora 
Chan  SCO  contracta  in  a  aaasienl ■ 

A«ain,  th«  total  vo1ub«  affactad  by  any  abusas  ralatad 
to  brokat  trading  -sight  ba  llaltad.   Howavar  tha  anount 
of  brokaraga  aarvicaa  availabla  In  ttia  pit  would  ba 
aavaraly  liaitad,  aa  v«ll  and  If  aarkat  conditions 
r«ault*d  in  >  aharp  Incraaaa  in  intraday  daaand  for 
breSwraga  aarvicaa  that  daaand  could  qo  unset.   In  tha 
long  run,  riaing  daaand  for  brokaraga  aarvicaa  in  A 
altuation  of  liaitad  aupply  would  raault  in  highar 
brokaraga  coat*  and/or  tha  antry  of  poaaibly  laaa 
akillful  brokara  who,  at  laaat  in  tha  ahort  run,  would 
provida  lowar  quality  filla.  -Cuatoaara  would  aaak  to 
obtain  tilla  In  ethar,  !«•■  raatrictad  markata 

Paealc  a  tradar  to  do  brokaraga  at  cartain  parioda  and 
proprietary  trading  at  ottiar  periods,   (i.e.-  Ha  would  ba 
prohibited  froa  trading  for  custoaers  and  hiaaalf  In  tha 
aaaa  trading  period.) 

Under  this  proposal,  tha  tradar  would  net  be  free  to 
practice  broker  trading.  Onca  he  coaaittad  to  doing 
either  brokaraga  or  proprietary  trading,  ha  would  be 
restricted  to  that  aingla  type  of  trading  activity  If 
eustoaer  deaand  for  brokaraga  aarvicaa  war*  to  rise 
during  a  day  whan  few  tradere  have  declared  their  intent 
to  do  brokerage,  capacity  would  be  inadequate  to  aaet 


Prohibit  broker  trading  In  the  nearby  aonth. 

Sobs  contend  that  the  liguidity  eervicea  of  broker 
tradera  ara  not  needed  in  the  nearby  aonth  where  trading 
activity  i*  the  graataat.   thus  tha  raaaoning  goes,  a 
ban  of  broker  trading  in  tha  nearby  aonth  would  at  least 
sliainata  abuses  aasociatad  with  broker  trading  In  tha 
aoat  ectlva  aonth   However,  prohibiting  broker  trading 
in  the  nearby  sonth  effectively  would  prohibit  it  in  all 
aonths   Whan  broker  tradara  "leg"  apreada  or  execute 
"rollover*   for  their  custoaera  the  proceaa  involves 
various  coatainations  of  poaitiona  in  tha  nearby  and 
deferred  sontha  which  auat  be  placed  and  lifted  at  tiaes 
and  under  circuaatances  dictated  by  aarket  conditions 
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(See  Appendix  A] .   Loss  ot   Che  ability  to  trade  flexibly 
in  the  nearby  aonth  which  providee  the  fulcrun  £or  sany 
of  Cheee  strateglee  would  require  the  broker  trader  to 
accept  lees  advantageous  prices  tor  his  eustoner. 

Prohibit  broker  trading  in  liquid  contract  Markets. 

This  proposal  is  based  on  tne  view  that  the  liquidity 
services  which  broker  trading  provides  are  not  needed  in 
active  contracts   i.e.;  that  liquidity  would  be 
sufficient  without  broker  trading.   However  this 
contention  ignores  the  fact  that  deferred  delivery 
Bonchs  of  even  very  active  contracts  are  often 
illiquid   Broker  traders,  through  their  spreading  and 
other  trading  techniques  augment  liquidity  in  deferred 
■onths.   Furthermore,  custoaers  denand  Che  sase  high 
quality  order  execution,  which  broker  traders  provide, 
in  liquid  serkets  aa  they  demand  in  less  liquid 
BarkeCs-   The  provision  of  deferred  sonCh  trading 
services  depends  iaporCantly  on  broker  trading  in  the 
liquid  nearby  nonths.   custoaer  execution  would  suffer 
if  broker  traders  uere  banned  fron  active  contract 
BarKets  or  delivery  Bonttw. 

)  the  close  at   trading, 

When  narkets  are  Credlng  actively,  broker  traders  often 

are  id   busy  executing  cusConer  orders  that  proprietary 
trading  is  not  possible.   However,  reoovlng  the  broker 
trader's  ability  to  eaploy  his  unique  trading  techniques 
foe  the  custoaers  benefit  in  rapidly  aoving  aarkeCs 
would  lead  Co  less  satisfactory  custoaer  (ills  during 
these  periods  (see  Appendix  A] .   Further,  such  a  ban 
would  preclude  the  broker  traders  who  need  Co  do 
brokerage  business  at  the  open  or  clOB*  fro*  filling 
errors  from  Che  previou*  day  whiet)  tlwy  took  into  their 
own  accounts. 

Ban  broker  trading  coapletely. 

All  Che  liquidity  and  order  execution  bmefits  ot  broker 
trading  would  be  lost  to  Che  Cuturaa  BarkeCs.   custoaer* 
would  Cake  Chair  buslnaas  to  aarksCs,  perbap*  oversees, 
wbicb  provid*  tiM  liquidity  and  Cranaaetion  services 
tbay  raqoira. 


t  broker  Crading  to  aarkaC  liquidity  and  Co 
the  effective  execution  of  custoaer  orders  is  substantial  and 
not  well  understood  by  many  ot  those  suggesting  that  the 
practice  be  curbed.   As  the  foregoing  analysis  has  shown 
oucside  custoBers  of  the  futures  earkecs    Che  agricultural 
EirB«,  the  pension  funds,  Che  govemBenC  securicies  dealers. 
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tlM  binlu  and  othara  —  who  uaa  th*  aarKat*  ta  aanaqa  thair 
buaina**  rtaka  or  for  invaataant  purpoaaa  would  ba  aaonq 
tliosa  antitiaa  unich  would  ba  hurt  the  aoat  by  ■  Italtatlsn 
or  a  ban  on  brolcar  trading.   It  la  Ironic  that  ttiaae 
euatoaara  ara  Cha  intandad  banaticiariaa  ot  a  brokar  trading 
Eaatrletion. 

Rrokar  trading  cannot  b«  lialtad  or  prehlbitad  without 
■ubatanttal  advaraa  (and,  parhapa  unlntandad)  eonaaquanca* . 
Vitally,  as  notad  in  tha  analyBla,  thara  la  no  guarancaa  that 
Cba  abuaaa  of  concarn  would  avan  ba  allalnatad  by  such  a 
■aasura.   A  aora  rational  approach  which  do«s  not  adversaly 
•ffact  aarkat  parforaanca  la  to  anhanca  tha  ragulatory 
Craaawork  Chat  is  alrsady  usad  to  aaklBiia  tha  likalihood 
that  thoaa  attaapting  lapropar  trading  practic^a  will  ba 
caught  and  that  thay  will  ba  punishad  savaraly.   Tha  Chicago 
Beard  ot  Trada,  tha  KidA*aric*  Coi»odlty  Bxchanga  and  tha 
Chicago  Rica  and  Cotton  Exehanga  hava  such  a  fraaawork  in 
placa  and  ara  enhancing  it  at  eonaidarable  axpanaa  to  ansura 
that  usara  eC  tha  »arkata  ara  providad  with  tha  transaction 
•arvicas  thay  raquira  without  tha  faar  of  abusa. 
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BzutKxa  or  TBXDimi  TacxirzgaBs  exvlotxd  by  Bsaizit  tsadem 

Ttia  principal  benaCits  of  broker  trading  tX*  two  Cold.  First, 
bacaua*  tha  broker  trader  is  psroittad  to  trade  tor  Ma  own 
account,  tie  is  abla  to  i|ive  riis  custoners  bettar  order  execution 
service.  Second,  in  the  cour-se  of  seeXing  the  best  execution  of 
his  own  cu«to>erB'  orders,  he  adds  liquidity  to  the  oar)cet  and  an 
important  elenent  of  coapetition  wtiicb  Keeps  the  bid/aalc  spreade 
narrow  and  oosts  low  for  al  1  custoners  of  the  oarlcat. 

In   this  appendix,  these  benefits  will  b*  illustrated  througll  the 
description  of  certain  trading  techniques  «Bployed  by  broker 
traders.   This  i*  not  an  AXhaustiv*  description  of  all  techniques 
used  by  broker  traders. 


As  part  of  his  inventory  hedging  aerategy,  the  >anager  of  a 
grain  firs  aubsits  an  order  to  his  broker  trader  to  sell  two 
million  bushels  of  com  for  delivery  in  May  at  tha  current 
market  price,   ne  custoasr  hopes  to  obtain  as  high  a   price  a» 
possible  yet  ha  also  needs  prompt  axecution  of  the  order 
since,  until  ha  is  hedged,  ha  is  ejcpoeed  to  the  possibility 
that  the  value  of  his  inventory  will  fall- 
Several  thoughts  run  through  the  broker  trader'a -nind  when  ha 
receives  this  order   The  broker  trader  knows  that  on  thia' 
day,  offering  to  sell  such  a  large  quantity  of  corn  in  one 
trade  would  depress  the  aarkat  price  substantially,  and  result 
in  a  very  low  price  for  his  custoner.   Local  traders  would 
initially  back  away  from  taking  the  other  side  of  the  trade, 
recognliinq  that  the  broker  trader  had  superior  infomation 
and  that  by  trading  with  hia,  they  aight  incur  a  large  loss, 
rurthermore,  the  broker  trader  feels  that  even  if  he  divides 
tha  total  order  into  smaller  pieces  (say,  four  trades  of 
500  000  bushels  each),  the  market  prlca  will  still  be  forced 
succaasivaly  lower  with  the  axecution  of  each  trade  ylaldlnq 
an  unsatisfactorily  low  net  price  for  his  custoner    Finally, 
the  broker  trader  knows  that  other  traders  ars  aware  that  h* 
often  executes  trades  for  large  agricultural  customers   He 
taiowa  that  if  the  other  traders  detect  that  he  has  a  large 
sell  order  to  execute  (i.e..  that  he  is  trying  to  sell  a  large 
quantity  of  ■eotti  at  as  high  a  price  as  possible],  they  will 
not  accoaaodate  him  immediately  but  rather  will  hold  back, 
force  tha  Broker  trader  to  lower  tha  price  at  which  he  offers 
to  sell  for  the  customer  and  buy  from  hin  only  when  the  price 
reaches  a  lower  level  which  is  mote  satisfactory  to  the*  {and 
less  satisfactory  to  tha  custoaer) . 
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Hhan  th*  brokar  tradar  raealvaa  Uia  ordar,  th«  aarkat  prica  oC 
Ka^' com  la  bidi  13. ts/buatial,  offar:  la.M/buatial.^  Bacauaa 

it  !■  ■  urxac  ordar,  ha  inBadlataly  iMqln*  vorking  zo   axacuc* 
IC.   To  diaguiia  till  Intant  Co  aall.  ha  bids  (Biqnali  an 
Incant  Co  buy  at  S3.«Vbuah«l  for  900  Ooo  buahala.   TMi  i> 
>araly  a  ploy   Ha  haa  no  incancton  to  buy  com  but  h»   hopaa 
to  convinca  oUiar  tradari  in  tha  pit  (!.«..  tradara  vlth  rlak 
capital  who  ha  hopaa  vlll  avantually  buy  part  of  hla 
cuatoaar'a  ordar]  that  ba  doaa.   Ha  hopaa  no  ana  will  aall  his 
eem  but  If  Chay  do,  tha  trada  will  ba  for  Iiia  own  account. 

in  Chia  caaa,  nia  itraCaTy  worka.   Ho  ona  lalla  corn  to  hiB 
and  Bftar  a  tiaa  ha  withdrawa  hia  bid.   othar  tradan  think 
hla  intarast  ia  on  tba  buy  aid*,   ttaict  ha  offara  to  aall 
SOO.ooo  buahala  of  hla  cuateaar'a  ordar  at  S2  ss  i/i  par 
buahal   Thia  ia  abova  Uia  currant  tt   69/buihal  bid  prlca  at 
which  tradara  in  tha  pit  ara  buying  com.   Mowavar,  ona  tradar 
tha  pit  conaidara  that  tha  purchaaa  of  300  000  buahala  at 
J2  65  1/3  par  buahal  ia  an  accaptabla  tranaaction  and  coaslta  ~ 
hla  riak  capital  to  ttia  purchaaa.   Thua,  tha  pravailing  bid 
prlca  riaaa  to  -$3.69  1/3  par  buahal-   Tha  brokar  tradar  Xnowa 
that  ij  ha  had  not  algnallad  an  intantion  to  buy  pravioualy 
thua  aignailinq  an  indication  of  inforaation  that  could  raise 
prlcaa   tha  othar  tradar  would  hava  baan  laas  llkaly  to  buy 
thia  quantity  of  earn   at' a  prlca  abova  tha  praviou*  bid  prica. 

lb*  brekar  trad«r  ecCar*  anetbar  SOO.ooo  buahala  at  I.6S  1/3 
par  buabal  but  no  ona  buya  it   Othar  tradara  want  hla  to 
lowar  his  prica   Bacauaa  tha  cuatoaar  naads  prompt  axacutlon 
of  tha  ordar  to  protact  tha  valua  of  hia  invantory,  tha  brokar 
tradar  raducaa  hia  of far  prlca  to  $3 . SS/bushal .   Ha  ia  abla  to 
find  a  buyar  •-  parhapa  tha  aaaa  buyar. 

How  half  of  tha  cuatoaar  ordar  is  axacutad  at  a  nat  price  of 
ta.6S  1/4  par  buahal   1/4^  abova  the  prevailing  bid  prica 
wban  tha  ordar  entered  the  pit.   Kowavar,  the  brokar  tradar 
aanaaa  that  tha  other  tradara  have  begun  to  realize  that  na  ia 
raally  interested  In  selling,  rather  than  buying.   Tha  broker 
tradar  is  concerned  that  if  he  offers  to  aall  »ora  of  tha 
cuatoaar  a  order  in  tha  current  aarket  anvironaent,  prlcaa 
will  drop  quickly  and  Ba  will  not  be  able  to  axacuta  the 
rasalnlng  one  ailllon  buahala  of  tha  <:uatoaer  order  at  an 
acceptably  high  prlca.   Again  seeking  to  confuse  opposing 
tradera  as  to  hia  true  intentiona,  ha  bids  for  900  OOO  buahala 
at  S2   fi4/huahal  tha  laval  to  which  tha  prevailing  bid  has 
tallan.   Ho  en«  aalla  to  hlK.   Ka  raises  his  bid  to  S3.«4  1/3. 
-  attaapting  to  aignal  firanaaa  to  tha  aarkat  before  executing 
tha  raaalning  one  aillion  bushel*  of  hia  cuatomar'a  ordar. 

1/  Tradara  in  tha  pit  ara  currently  buying  com  at  S3.69/buahel 
and  aalling  com  tor  (3 . «S/buahal .   Thua,  a  cuatoaar  wanting  to 
sail  com  at  that  aoaant  could  do  ao  tor  Sl.SS/buahal;  a 
cuatoaar  wanting  to  buy,  could  do  ao  for  S3 ■ tfi/^uahal . 
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Thla  tin*,  anochar  trader  aalla  to  his  at  thl*  price.   Bacausi 

necessarily  is  considared  his  proprietary  trade.   However,  ne 
succeeded  in  strangttieninq  the  narkec  and  oaalcinq  the  fact 
that  tie  has  one  million  bushels  to  sell.   At  thia  point  he 
olfars  the  reaainder  of  the  customer  order  and  la  auecaaaful 
in  filling  it  at  $3.64  1/!  per  buabal,  Che  pravailinq  bid. 


A  broker  who  ic  unable  to  trade  for  hLa  own  account  would  not  be 
able  to  disguise  his  intentions  in  thia  way.   Each  time  the  broker 
in  the  example  attempted  to  mislead  the  Other  traders   and  set  up 

by  signalling  an  intention  to  trade  vhich  was  not  consistent  with 
the  customers  wishes  he  faced  the  risk  that  another  trader  in  th* 
pit  would  trade  with  hia.   Such  a  trade  could  ultimately  be 
profitable  or  it  could  result  in  a  loaa.   Either  way,  it  is 
nece»»arily  a  proprietary  trade  making  the  broker  a  "brokar 
trader"  by  definition.   The  broker  who  doee  not  diaguiae  his 
customers   intentiona  in  thl*  way  will  not  take  the  risk  of  having 
unprofitable  proprietary  .trades.   However,  in  the  example   if  the 
trader  had  not  disguised  his  customer's  intentiona,  the  order 
would  certainly  have  been  executed  at  a  much  lower  price,  to  the 
customer '3  disadvantage. 

a.   >  Bfoker  yrader  "Leijia"  a  atir«ad  Ce  Obtain  a  Betf  r  Price 

An  investor  submits  an  oriier  to  hia  broker  trader  to  eatabllsh 
a  spread  position  between  June  Treasury  Bond  futures  and  June 
10-year  Treasury  Note  futures  at  the  current  aarltet 
differential.   The  Treasury  Note  price  exceeds  the  Treasury 
Bond  price  and  he  expects  that  the  spread  will  widen  further 
in  light  of  current  marltet  fundamentals   Thus,  he  wants  to 
buy  Treasury  Note*  and  sell  Treasury  Bonds  at  the  narrowest 
possible  price  differential  to  provide  him  with  the  greatest 
opportunity  for  profit  if  the  spread  widens  a*  be  expacCa. 

Hh*n  the  broker  trader  receives  the  order,  the  markat  price 
tor  June  Treasury  Motes  la  91  23/J2  and  the  price  of  June 
Treasury  Sonde  ia  87  18/32-2/   The  current  spread  is  thus  4 
5/32    The  broker  trader  has  two  options     ha  can  execute  the 
entire  trade  (i.e.   obtain  both  sides  of  the  spread  in  one 
transaction)  with  another  trader  who  specializes  in  spread 
transactions  if  the  price  is  satisfactory  for  Che  cnatomert  or 
he  can  buy  the  Treasury  Notes  and  sell  the  Treasury  Bonds  in 
two  separate  transactions  (i.e.,  he  can  "log-  the  spread). 
The  first  option  is  easier  for  the  broker  trader  but  since 

J/  The  price  of  these  instruaents  is  eiqpressad  aa  a  percentage  of 
par  value  of  SIOCOOO.   Thua,  the  Treasury  Note  contract  ia 
currently  priced  at  S91,7ia.7S  and  the  Treasury  Bond  contract 

ia  currently  priced  at  987,562.50. 
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ba  ttia  Boat  jilvsncaqaoum  for  ch«  cuitonar*   'Lanlnq'  tha 
■pcaad  i   a   obtaining  tha  daslrad  apraad  in  two  s«p«rat« 
cranasctlon*)  !■  vora  tima  conaunlnq  difficult  and  riiky  for 
tha  brolcar  tridar  but  a  battar  axx^tion  for  tna  cuacoaar  is 
poMibla.   If  ttia  aarkat  Bovaa  aharply  whlla  ha  la  Laqqlnii  tha 
•praad  and  ha  id  unabla  to  axacuta  «  ipraad  at  taraa  wnioh  ara 
at  laast  •»  fivorabla  for  tha  custoaar  •■  tlw  coaplata  apcaad, 
ha  aay  hava  to  abandon  his  attaapt  to  laq  tha  apraad,  taXa  tha 
unfavorabla  apraad  Into  bla  own  account  at  a  loaa  and  aichar 
obtain  tha  apraad  froa  a  apraad  tradar  in  tha  pit  or  try  again 
to  lag  tha  spraad.   Ka  alas  knovs  that  it,  ovar  a  parlod  of 
tisa  na  doaa  not  lag  hi*  cuatoaar  apraada  quickly  aa  wall  as 
affactivaly  ha  alght  loaa  brokaraga  bualnaaa  to  posalbly  laaa 
skillful  brehars  who  would  aicacuta  tha  apraad  ordar  aora 
quickly  (aXbait  at  a  laaa  advantagaoua  priea)  by  trading 
dlractly  vitb  tba  spraad  tradas. 

Tha  brokar  tradar  finds  Chat  ha  can  obtain  tha  spraad  tor  his 

custoaar  froa  a  spraad  trsdar  at  «  t/'3i,    slightly  abova  tha  4 
S/3I  dlffarantial  baaad  on  tha  currant  individual  Traaaury 
Nota  and  Traasury  Bond  pricas.   Tha  brokar  trsdar  wants  to 
glva  his  cuacoBsr  tha  bast  possibl*  axacutlon  in  hopas  of 
ratalning  hia  brokaraga  buainaaa.   Ha  thua  opta  to  lag  ths 
spraad  in  an  attaapt  to  sava  tha  custoaar  1/33  or 
S31.2S/contract.   Ha  firat  buys  tha  Trsasury  Hota  lag  at  tba 
pravaillng  prica  of  91  23/33.   Hovavar.  whan  ha  attaapts  to 
•all  Traaaury  Bonds,  ha  finda  tha  prlca  has  fallsn  to  Bf 
lS/33   If  ha  sails  tha  Traaaury  Bond  l«g  at  this  prica  tha 
spraad  will  ba  4  7/32,  widar  than  tha  coaplata  apraad  ha  could 
hava  purchaaad.   How.  tha  Traasury  Hota  prica  falls,  as  wall 
to  91  31/32  and  tha  Traaaury  Hota-Trsssury  Bond  spraad  laturna 
to  B  4  S/33  ditfarantial.   Tha  spraad  tradar  is  still  making 
tha  spraad  avallabls  at  4  e/32.   Tha  brokar  tradar  atill  saaks 
to  obtain  tha  spraad  for  his  custoaar  at  tha  aora  fBvorabla  4 
3/32  diffarantial  and  thua  baglns  to  lag  tha  spraad  again.   Ks 
takas  tha  pravious  Traasury  Hota  purchasa  at  91  21/33  into  his 
•arror"  account  sinca  it  now  has  no  part  in  his  lagging 
stritagy   (At  this  point  ha  thinks  ha  aay  hava  to  taks  a 
loss  ort  this  trsnsaction  sinca  Traasury  Hota  pricas  hava 
fallan  to  91  21/32    This  tiaa  ha  is  auccaasful  in  lagging 
tha  spraad  for  tha  custoaar,  buying  Traasury  Notas  at  91  31/32 
and  sailing  Traasury  Bonds  at  87  16/32.   Tha  custoaar  racsivas 
a  sprsad  axacution  at  4  5/33,  narrOwar  than  tha  4  6/32  offarad 
by  tha  apraad  tradar,  and  thus  davas  1/32  or  S31.2Vcontract, 
Tha  brokar  tradar  attaapts  to  sffsat  tha  Traasury  Hota 
Boaition  in  hia  arror  account,  takan  in  his  initial  attaapt  to 
r  spraad  ovar  tha  coursa  of  tha  trading  day. 
'  succassful  in  doing  this. 
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A  brolcar  who  was  not  a  brokar  tradar  would  probably  hava  obtained 

for  the  customer  tha  4  G/3Z  spraad  available  from  ttia  spraad 
trader   It  would  have  baan  rha  aasiast  and  laaat  tIbIcy  routa  for 
hin  Co  take  but  it  would  bave  been  ttdfa  eicpanaiva  (or  tha 
custonar   The  brolcer  trader  who  is  permitted  to  take  a  trada  into 
his  own  account  can,  it   he  wishes,  taka  a  risk  in  tha  intaraet  of 
providing  the  best  aicacution  for  the  cuatoaer    In  this  oasa  tha 
broker  tradar  took  ^a  risk  and  at  laaat  Initially]  suffered  a 
loss.   The  customer  recaived  a  battar  price,  however  and  will 
probably  continue  to  channel  his  broXarage  business  through  the 
brokar  trader.   Tha  brokar  trader  considers  the  lo*s  ha  incurred 
on  this  trada  to  ba  a  cost  of  doin^  businass. 


As  part  of  his  grain  sacchandising  operation,  a  grain  elevator- 
wishai  to  establish  a  Hay/Hovamber  soybeen  spraad,  expecting 
the  spraad  to  narrow.   Specifically,  tha  grain  elevator  wlshea 
to  sell  350,000  bushels  of  Nay  soybeans  and  buy  350.00-0 
bushels  of  Hovenber  soybeans  at  tha  current  Barkat  price 
(i.e.,  He  wants  to  sell  the  May/November  spread),   when  the 
broker  trader  receives  his  custoaer's  order,  the  current 
market  pricea  for  spreads  in  the  Soybean  futuraa  pit  are: 

Kay/Hovember   -    25  l/2<  bid/2ti  l/2f  offered 
July/May  3*  bid/J  1/2*  offered 

July/Hovember      29  1/2*  bid/30*  offered 

The  broker  trader  observes  that  another  broker  is  bidding 
29  1/2*  for  500,000  bushels  of  the  July/November  Spread 
(i  a   to  buy  560,000  bushels  of  July  soybeans  and  aall 
500,000  bushels  of  Hovomber  soybeans)-   He  also  observes  that 
savaral  local  traders  are  bidding  25  1/2*  for  the 
Hay/November  spread  (buy  May,  sell  Kovanber). 

Tha  brokar  trader  bids  26*  for  200.000  buahels  of  the 
Hay/Kovambar  apraad,  above  the  prevailing  25  1/2*  bid  for 
tha  spread.  K   local  trader  who  is  trading  spreads  saas  thla 
and"  raises  his  own  bid  for  tha  nay/Hovambar  spread  to  26*. 
as  wall.   At  this  point,  tha  brolcar  trader  withdraws  his  bid 
and  sails  }50  000  bushels  of  -thu   spraad  to  tha  local  trader 
i  a   sells  the  May  and  buys  the  November,  am   the  custoaar 
wishes)  at  26*.   The  brokar  tradar  has  thue  achieved  for 
his  customer  a  price  which  is  1/2*  better  than  the  market 
price  for  the  spread  which  prevailed  when  he  received  the 
custoeers  order  (i.e..  Re  was  able  to  aall  the  spread  for 
26*  rathar  than  25  1/!*) . 

To  fiilly  understand  this  example,  it  is  nacessary  to 
understand  tha  motivations  of  the  local  trader.  He  raised  hie 
bid  to  26*  for  the  Hay/November  spraad,  following  the 
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brokar  tradar,  alter  ob*«rvinq  ■  profit  opportunity  in  th« 
oenar  availabl*  apraada.   na  lalt  ttiat  it  ha  cMild  buy  tli« 
May/Novaabar  apraad  (buy  Kay  and  aall  Hovambar)  tor  26^,   ha 
could  than  sail  tha  July/Hovambar  spraad  (sail  July  and  buy 
HovaBbar)  for  39  l/3«  to  Ui*  brokar  biddlnij  that  priea  (or 
SOO.aoo  buahalB.   This  would  laava  tha  local  tradar  with  a 
May/July  apraad  (long  Kay  and  ahort  July)  at  3    l/2t.   vhlch 
la  tha  currant  offar  prica  for  that  apraad.  Thla  ii  an 
advantagaoua,  and  potantially  profitabla,  poaltlon  tor  hin. 
Ttiua,  tha  brokar  tradar'a  tactic  of  bidding  abova  tha  aarkat 
bid  prica  for  tha  nay/HovaKbar  apraad  eauaad  tha  local  tradar 
to  avaluata  aarkat  opportunitiaa  for  nlaaalf  and  findlnq  a 
profitabla  ona.  raiaad  his  ovn  bid  aa  vail,  avantually  buying 
:'a  apraad  fro*  tha  brokar  tradar. 


Tha  brokar  tradar  riakod  buying  tha  Hay/Hovaabar  apraad  at  36< 
bacauaa  ha  vas  hoping  to  brin^  togathar  inforsation  eonvayad  by  '- 
aavaral  aarkat  IntaraaCa  and  alielt  a  (avorabla  cuatoaar 
axacution.   If  anothor  tradar  had  aold  tJia  apraad  to  hi>  at  that 
prica  tha  brokar  tradar  vould  hava  had  to  offsat  this  purctiaaa 
aoaahow,  poaaibly  at  a  loas   Ha  would  hava  had  to  absorb  any  loas 
hiaaalf.  Rowavar,  aa  ha  had  hopad.  hia  tactic  eonvayad 
information  to  tha  aarkat  that  aUcltad  an  incraaaad  bid  prica 
for  tha  apraad  tha  cuatoaar  wlabad  to  aall   Tha  cuatomar  racaivad 
•  prica  Hhicb  waa  l/2t/bush*l  battar  on  190,000  buabala,  tor  a 
raduction  in  coat  of  S1''S0.   Tha  cuatosar  would  net  h«v« 
banafittad  by  tha  hlghar  prica  if  hia  ordar  had  b< 
brokar  who  waa  not  a  brokar  tradar. 

■«w  Tbasa  Taelwlquaa  ■akaaoa  Li^aiditT 

In  «ach  at   thaaa  axaaplas,  tha  brokar  tradar  haa  anhancad 
liquidity  in  tha  pit  «a  b«  haa  andaaverwd  to  obtain  tha  bait  ordar 
axacution  (or  tha  cuacoaar 

Hh«n  tha  brokar  tradar  dlBguia«a  tola  trading  intantiena  (l.a., 
thoaa  o(  hia  custosar)  as  in  tha  firat  axaapla,  tha  bids  and 
oftars  ha  aakaa  in  tha  eoax*»   of  tha  dacaption  provida  aera 
trading  opportunitiaa  for  othara  in  tha  pit.  and  hanca,  increasa 
liquidity.   Hhila  ti»   say  hopa  that  no  othar  tradara  accapc  thasa 
bids  or  sffsrs,  ha  runs  tha  risk  that  thay  will    Brokara  who  ar« 
not  brokar  tradara  would  not  provida  this  additional  liquidity. 

In  tha  second  axatipla,  tha  brokar  doa*  not  wiah  to  accapt  tha 
spraad  offarad  by  tha  spraad  tradara  but  inataad  "laga"  tha  apraad 
to  obtain  a  aora  Cavorabla  spraad  for  his  custosar.   In  this  eaaa, 
tha  brokar  tradar  proaotas  liquidity  by  coun tar balancing  tha 
offers  of  othar  traders.   If  the  offers  of  tha  spraad  crsders  ware 
continuously  accepted  By  others  in  tha  pit,  the  praaiua  charged  by  • 
these  traders  would  not  be  challangad.   Tha  brokar  tradar  in  the 
example  did  not  accept  the  apraad  tradsri'  offar  and  inatead 
bypassed  thaa  to  accoapliah  tha  dasirsd  spraad  hiaaalf.   This 
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imposa*  disciplina  on  Cha  apraad  tradars  who  Bay  dacida  Co  raduca 
tha  praaiuB  in  Cha  intaraaC  of  accraeting  others  to  crada  witb 
tnao.   Ttaa  brokar  who  la  not  a  brokar  tzadar  would  not  ba  abla  to 
provide  Uia  saaa  ceunc«rvallln9  alaaant  in  tha  pit. 

Tha  broker  Cradar  in  tha  third  axaMpla  affactivaly  brought  tha 
inforaation  and  intaraata  aiqnallad  by  othor  tradara  togathar  with 
tha  infoniation  and  intaraat  algnallad  by  hia  euatoaar'a  ordar  to 
nagotiate  an  agraa>ant  that  could  giva  his  custoaar  a  auparior 
price.   Hia  only  vahiela  for  nagotiaClon  ia  bidding  and  offaring 
opanly  in  tha  pit.   Ha  cannot  sacratly  gathar  information  froa 
■Bch  of  savaral  othar  aarkat  participant*  aaparstaly  and  than  put 
togathar  a  daal.   Praarrangaaant  is  prahibitad  and  tha  apaad  oC 
pit  trading  ganarally  aakas  axtandad  nagotiation  totally 
inpractieal.   Howavac,  by  bidding  *nd  offaring  fox  various  tradas, 
tha  hrokar  tradac  can  atfactlvaly  parfora  a  nagotiation  that 
brings  buyars  and  ssllsrs  togathar  at  a  battar  priea  for  his 
custoaar.  This  i*  tha  assenca  of  ttaa  broker's  function  in  any 
MTkat. 

Thasa  axavplas  illustrata  tha  funda>antal  Machanisaa  at  play  in 
tha  futuras  pit,  as  wall  as  tha  rola  of  brokar  tradars  In 
axacuting  thair  custOMMTS'  ordars  «t  tha  bast  possible  pries. 
Thsra  ara  aany  dlffarant  intarasts,  with  many  diftazant  trading 
parspactivss  and  kinds  of  Information  prasant  in  tha  pit.   A 
similarly  divarsa  sat  of  intarasts  is  prasant  in  othar 
anvirmmaats  whara  brokar  nsgotiatlons  taka  placa.   Consider,  real 
estate  markets  for  axampla.   Both  the  real  estate  markets  and  tha 
futuras  or  options  pit  process  diverse  infocmatlon,  permit 
compromises  among  c^apeting  interests  and  facilitate  final 
transactions  at  acceptable  teras.   But  negotiations  regarding 

price  of  a  soybean  spread  can  ba  coqilaCed  in  a  matter   ' 

rasl  estate  brokers  perform  the  same  function  at  a  much  slower 
pace  through  negotiations  that  can  take  months.  The  broker 
tradac,  through  his  efficlant  management  of  the  infocastion  tdtich 
tha  customer  ordar  brlnga  into  tha  pit  and  hi*  negotiation  by 
mean*  of  open  (not  hidden  or  prearranged)  bids  and  offers  with 
market  interests  which  are  competing  with  his  customer,  bring* 
these  interests  together  in  the  form  of  an  agreed  i^on  transaction 


B  B.Google 


App«ndlx  B 

BROKZR  TRAOEIU  WO   NMUCET  LIQUIOITY 

Tna  Exchang**'  atalf  hava  undartakan  an  analyaia  at   tha  affaeta  of 
tha  broker  tradar  ayataa  on  narkat  liquidity.   Only  pralinlnary 
tindlnga  ara  raportad  at  Uiis  tiaa  dua  to  tha  tlaa  llslCatloni  of 
tha  CFTC  raquaat  and  tha  coaplaxity  of  tha  iaaua.   Tha  Exchan^aa 
will  ba  continuing  thair  analyaia  and  uill  praaant  any  •iqniticant 
tindinqa  froa  thla  raaaarch  to /tta*  cnc. 

n«f  QTMTlaH 

Th«  Exchangaa  axaslnad  aarkat  activity  for  a  S-day  parlod  in  tha 
fourth  quartar  of  IMS  --  oetobar  1  to  Octobar  T.   Thia  waak 
approxinatad  tha  avaraga  fourth  quarter  veluaa  tor  tba  thraa 
•xehangaa  coabinad. 

Tha  CUT  cheaa  tba  following  aarlcata  for  axaalnaclon: 

D.3.  Traaaury  Bend  ruturaa.  Day  Session 

Hhaat  PuCuraa 

1,000  oi.  Silver  futures 

'than  contraeta  ac*  Che  bigbast  veluaa  eontraet  (T-Bonds)  ,  a 
Bedinn  volma  contract  (wheat)  end  a  lev  voluaa  eentract 
■(«Uver].  Thay  provide  tha  ability  to  contrast  aotivi£y  in 
Intecast  rata  and  agricultural  futures  contrects. 

For  its  analysis  the  MACE  chose: 

U.S.  Treasury  Bend  Futurea 

Wheat 

Dautacha  Mark 


Finally,  OtCE  la  aubaltting  Ifts  ana  contract  —  Rough  Rice. 
Table  1  shews  tha  voluae  «xhibited  by  each  contract  on  tha 
axaainad  daya  and  the  average  velu>e  tor  aacb  contract. 

Data  Xnalyaia 

For  each  trading  seasien,  all  traders  ware  identified  baaed  on  tha 
CFTC'a  definition  that  is,  a  trader  was  identified  as  a  broker 
trader  if  ha  axacutad  a  CTIl  plus  a  CTia,  cni  or  CTI4  trade 
during  tha  saaaion.J/  Baaed  on  this  definition  all  tradara  ware 

CT12  trade  la 
CTIl  Is  a  trade  for 

controlled  by  auch 
le  Cor  any  other  type  of 
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dafinad  ■■  bioksr  tradera  or  oUiar  traders  and  thair  activity  wa* 
axaainad  tor  ftva  ditfarant  tlaa  brackata  Cor  aaeh  trading 
saaaion.  Spaeitlcally,  aarkat  activity  was  axaminad  for  tha 
tialf-hour  briekats  with  tha  lewaat  volus*  and  ti)«  hlfhaat  voiuna, 
th«  first  fiv«  ainutas  of  trading  (span)  ,  tlia  laat  Civa  ainutaa  ot 
trading  (closa)  and  trading  across  tha  antira  saasion. 


An  ovarviav  ot  tha  ralationship  of  tha  brokar  tradar  to  tha  aarkat 
is  providad  by  Tabla  3.   This  tahl*  ahowa  an  aggragatad  analysis 
ot  brokar  tradar  activity  ovar  all  trading  sasalons  in  tha 

axaminad  waaK. 

cqqT.   For  tha  axaainad  CBOT  contracts  brokar  tradars  raprasentad 
about  IS%  to  3-t*   of  tha  tradars  axscutin?  tradaa  during  a  trading 
•assion.   Tha  hiqhaat  concancration  ot   brokar  tradars  was  tound  in 
tha  silvar  contract  whara  on  aVarSg*  3i   4%  ot  tha  tcadara  vara 
brokar  tradars. 2/  tn   contrast,  brokar  tradars  constitutad  tha 
snallast  parcantaga  of  tradars  In  T-Bonds  39  St    In  addition  to 
constituting  a  significant  portion  of  tha  tradar  population 
brakar  tradars  account  for  a  sajorLty  ot  tha  tradas  and  voliuaa  in 


>  CBOT 
axacutad  batvaan  iek  and  >o%  of 
tha  contracts  Tradaa  by  brokar  tradai 
tradas  variad  Croa  a  high  of  ti  7t  in  ] 
Uia  T-Bonda  Voluaa  froa  brokar  tradai 
volUB*  variad  froa  16.9%  in  sili 
data  indicata  that  torekar  tradai 
CBOT 


iriod.  brokar  C 
Idas  and  voluaa  in  nost  ot 
a  pa re ant  of  total 
'  to  a  lov  of  47.6*  in 
a  parcant  of  total 
3. St  in  tha  T-Bonds.   Thasa 
ixtraaaly  iaportant  in  tha 

As  vould  ba  axpactad,  voluaa  axhibits  tha  aajor  rola  ot  brokar 
tradars  vhan  aisainad  on  tha  basis  ot  CTI  codas.   Brokar  tradars 
•KBcutad  35t  to  sot  of  tha  CTIi  tradas  ovar  tha  axaainad  pariod. 
This  parcantaqa  rangad  tros  a  lev  of  23  3t  in  T-Bonds  to  a  high  ot 
■O.Ot  In  sUvar.   Thasa  CTII  tradas  raprasant  tha  spaculative 
capital  on  tba  floor  and  ara  Uta  comarstcna  of  tha  liquidity  that 
tuturas  narkats  provids.  Tb*   aarkat  shara  of  thasa  tradas  hald  by 
brokar  tradars  is  priaa  facia  avidanca  ot  thair  integral  rela  in 
tha  provision  of  futuraa  aarkat  liquidity. 


Dua  to  tha  usa  of  parcantagas,  wlda  svings  ara  axhiblcad  in 
tha  low  voluaa  contracts  with  taw  tradars.   For  axaapla,  a 
ona  tradar  changa  in  «  16   tradar  pit  aakas  for  a  substantial 
swing.   Tha  aaxiaua  nuahar  ot  brakar  tradars  and  all  traders 
in  the  four  lowest  voluaa  contracts  ware,  as  followsi 


S  liver 
NACt  Wheat 

Rica 
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Arokar  traders  doalnata  brokarag*  axacutlen  in  thasa  aarkata 
accounelnq  (er  about  of  90t  of  all  brokarad  eradaa.     Tha  brokar 
tradar  abara  of  oucaida  cuatoaar  axacutlona    (Ctt4)    rangaa   froa  a 
law  ot  93. 3t   In  T-Bonda   to  a  niqn  of  9?    fit    In  allvar.      Tha  brokar 
tradar  anara  of  axacutiana    for  anoctiar  -aaabar  on   tha    floor    (CTI3) 
IS   coopArabla:    ranglnq    Croa  43  Jl    In  whaat  to  Si  2*   In  ailvar. 
Brokar  tradara'   aarKat  shar*  of  claaring  aaabar  houaa  account 
axacuttona    (ctl2      rtrnjat  ftroa  SO. It    In  wtiaat  to  99. 9t    in  ailvar. 

mcE.      For  tha   anaainad  KACE  contracts  brokar  tradara  rapraaantad 
about   7   CO   17%  of  tha  tradara  axacuting  tradaa  during  a   trading 
aaaalon.      tha  highaat   concantratlon  of  brokar  tradara  waa   found   in 
tha   D-mark  contract  witn  an  avaraga  of  17. 2t  of  tha  tradara  baing 
brokar  tradari        In  contraat,    brokar  tradara  conatttutad  tha 
anallaat  parcantaga  of  tradara   in  vhaat  with  T.4t   balng  brokar 
tradara. 1/ 

Daapita  constituting  ■  slnorlty  ot  tha  tradai  population,  tha 
brokar  tradara  account    for  -about  half  of  tha  trades  and  voluna   in 
two  of  tha  MACE  contracts     T-Bonda  and  D-aarka     plus   *ot   and   27%, 
raapactivaly,    ot  that  in  whsat       Tha  shara  of  trada  activity 
accountad   Cor  by  brokar  tradara  variad   froB  a  high  of   51    It    In 
D-narks  to  i   low  of  40.1%   in  T-Bonds       Brokar  tradara'    shara  of 
voluna  variad  froa  a  high  of  32  Tt    In  D-aarks  to  a   low  of  2a. at    in 
uhaat       Tha  low  nuabar  of  tradara  and  thair  aubatantial   velum* 
indicate  that  broker  tradara  are  soae  of  the  largest  traders  in 
the  KACI  eontraeta. 

Voluaa  coapoaicion,    when  exemlnad  on  the  baaia  of  CTI,    llluainatea 
tha  Tola  of  broker  tradara        Broker  traders  provided   St   to  31t   of 
tha  <:T11  trades  executed  over  tha  examined  period.      This 
percentage  ranged   fron  a   low  of  B   2t    in  wheat  to  a  high  of   32, 9i 

~  "  """  'iroker  tradara  ahow  a 

I  market  liquidity. 


1  O-oarks       These  CTIl   tradi 
1  centributj.on 


enecutjona     CTI«      ranges  f 
99   5t    in  D-a«rk»        Broker 
manber   on   tha    floor  -(CTt3) 
I>-Barks    (94. 9t],    but  low  i 
Share  of  clearing  member  h 
87. 7t   in  T-Bonda,   at  42.4% 
wheat. 

SBS£-      In  the  dtCZ'a  rough 
represented  about   13t   of  tt 
trading   aeaaton. 

1/  The  difference 
explanation   an 

between 

T-Bonds  and  D-B«rks  The  brokar  tradar  share  of  outside  custoaar 
I  low  of  as  21  in  wheat  to  a  high  of 
trs  shara  of  executions  for  another 
;o>parBbla  In  T-Bonds  AS. 7%)  and 
tat  14  3%).  Broker  traders'  aarket 
account  axecutiona  (c:T12)  is  at 
>-aarks  and  an   inexplicabla   0.9t    in 


CBOT  and  HXCE  H 
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Thaa*  broker  tr*d«rs  account  tor  4S.9t  of  tha  Cradas  and  46.lt  af 
cha  voluaa  in  ^ha  rica  contract  Thasa  data  indicata  that  brolcar 
tradara  ara  a  major  coaponanc  of  tha  rica  aarKat  Scokar  tradars 
providad  £3t  of  tne  CTIl  tradas  axacuted  ovar  Uia  axoained  pariod: 
that  is,  ttiay  raprasentad  half  of  tha  spaculativa  capital  an  tha 
floor.  sroKer  traders  sarket  shara  of  outaide  customar  brokaraga 
(cri4)  in  tha  rice  contract  was  conparabla,  Bccountintl  for  alooat 
*7\  of  the  brokered  trades  Broker  traders  share  of  executions 
for  other  mambars  CTI3  was  99. 7t  Finally,  broker  traders 
socket  share  of  claarinq  >aMb«r  trading  account  axacutions  (CTI!} 
i>  lowac  at  1<.S%. 

Ceatraet  charaatarlatiea  ana  Brokae  Trader* 

The  relatively  snail  sample  siza  of  examined  contracts  aakaa  it 
difficult  to  readily  discern  ralationshipa  betuaan  contract 
charactacistics,  such  as  average  voluaa  and  underlying  eonmodity, 
and  broker  tradara'  activity.   These  relationahipa  raquira  turthai. 
study;  however,  prallainary  obsarvationa  are  aa  follows: 

CBOT.  The  highest  voluaa  ibOT   contract,  T-Bond».  axhlbitad 
eooparahly  high  broker  trader  activity:  bovavar,  vheat  had  tha 
highest  level  of  broker  trader  activity  (Table  2) .   Our 
presuBption  ia  that  tha  alightly  lower  activity  in  tha  T-Bonda 
relative  to  vheat  is  reflective  of  tha  iaportanca  9t   apraading  in 
Cha  wheat  contract,  as  noted  later. 1/ 

Tha  low  voluaa  contract  (silvar)  -ia  a  auatained  low-voluaa 
contract  that  has  a  high  overall  laval  of  broker  trader  activity 
that  vould  seem  necessary  to  auatain  tha  contract.   Thia  daaarvas 

further  research. 

MACE.   HO  clear  pattern  was  aean  in  the  lucz  contraeCa.   The  high 
voluna  contract,  T-Bonda,  and  tha  low  voluna  contract,  D-narka, 
exhibited  similar  i^ttama  of  broker  trader  activity.   Wheat,  tha 
BOdaraCa  volume  contract,  atood  out  aa  an  anomaly  especially  In 
light  of  the  CBOT  wheat  contract.   This  also  deservaa  greater 


Bracket  >palvii» 

Intra-day  analyal*  of  broker  tradara  ahara  of  Market  activity  ia 
revealing  aa  ragarda  tha  role  o£  tha  broker  trader  ayataa.   Four 
period*  ware  examined  for  aach  trading  session,  «•  axplained 
earlier,  tha  low  and  high  half  hour  bracket,  and  tha  first  and 
laat  five  ainutaa  of  trading. 


'  A  preliminary  examination  of  activity  In  the  HHI  luturea 
contract  shows  substantially  lea*  broker  trader  particlpatic 
This  is  a  aubject  for  further  inveatigation. 
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Th«  <]•«■  indlcaca  that  th*  ralaclva  Tiuabar  of  brokar  tradara  in 
tha  activa  pita  incraaaas  «utiacantially  bacvaan  high  and  low 
voluaa  brackata.   Ttiia  varianca  ia  dua  to  Cha  dlffarant 
raaponalblliciaa  of  tha  brokar  tradar  aa  oppoaad  to  tha  pura 
tradar.   Tha  ftrolcar  tradar  haa  tha  raaponaibllity  to  aarva  nla 
cuatoaara   Thia  raaponaibllity  aaana  that  tha  brokar  tradar  auat 
ba  prasant  in  tba  pit  at  all  tlaaa  whathar  volu>a  la  high  or  low. 
Xi\   contrast  tna  pura  tradar  ia  anawarabla  only  to  hlsaalf.   If 
tha  pura  tradar  doaan't  faal  that  volQBa  warrants  hla  praaanfa  in 
tha  pit  Bt  a  particular  point  In  tiaa,  ha  can  laava   Sinca  fawar 
profit  opportunitiaa  ara  avaiiabia  in  low  voluaa  parloda,  fawar 
par*  tradars  ara  praaant.   Also  nota  that  bro)car  tradara  ganarally 
accountad  for  a  highar  proportion  of  tha  trading  population  during 
tha  cloaa  ralativa  to  tha  opan,  alnca  thay  auat  ba  praparad  to 
■aat  broXaraga  damand  whaaraaa,  pura  tradara  ara  fraa  to  laava. 

In  whaaC,  thara  is  littla  variation  in  tha  avara9«  shara  at  voluaa 
•xaeut*d  by  brokar  tradara  acroaa  tha  lov,  high  and  opan;  hewavar. 
cloaa  voluDa  ahara  Incraaaaa  In  centraaC,  T-Bond  brokar  tradars 
hava  a  graatar  ahara  of  velu>a  at  bath  th«  cloaa  and  low  ralatlva 
to  tha  opan  and  hlqh  braekat.  obaarvationa  on  brokar  tradar 
activity  ovar  all  allvar  brackata  la  difficult  dua  to  low 
participation  at  tlaaa  and  abaanaa  of  CTIl  volvaa  at  Many  tiaaa. 

Tha  laportanea  at   brokar  tradara  to  liquidity  In  tha  lew  brackat 
la  aaan  In  T-Bonda  and  whaat   on  avaraga,  brokar  tradar  CTIl 
volusa  had  its  iargaat  aarkat  shara  in  wFiaat'a  low  brackat 
providing  *o.lt  ot  tha  apaculativa  capital  and  its  aacond  largaat 
oarkat  ahara  in  T-Bonda'  low  brackat  at  13.1%.   Not  only  doaa 
thalr  ovarall  ahara  mcraaaa  at  thii  tina,  but  tba  intanaity  of 
thair  liquidity  (CTIl  va  brakaraga  (CTI3,  3  and  4}  trad* 
incraaaaa  at  thia  tlsa  to  27   and  131  of  thair  trading  activity  in 
T-Bonda  and  whaat,  raapactivaiy   Tbaaa  data  land  auidanca  that, 
daring  parjsda  of  lewar  brokaraga  daaand,  brokar  tradara  axacuta 
calativaly  aota  ^araonal  tradaa,  anhanclng  thair  contribution  to 
■arkat  liquidity. 

USE*   Intra-day  aarkat  activity  for  tta*  thraa  MkCE  contracta  » 
T-aonda,  whaat  and  D-aarX*  la  abown  In  Tablaa  5  and  S.   Plaaaa 
nota  that  dua  to  tha  low  nuabar  of  tradara  in  thaaa  eontracta, 
brokar  tradar  activity  was  not  conaiatantly  ebaarvad. 

Tha  data  indicata  that  tba  ralstiva  nuabar  of  brokar  tradara  in 
tha  pits  ganarally  incraaaaa  auhatantially  batwaan  high  and  low 
voluaa  brackata.   Thia  varianca  ia  again  dua  to  tha  dlffarant 
raaponaibilltiea  of  tha  brokar  tradar  aa  oppoaad  to  tha  puta 
tradar,  aa  mxplaiomd   abov*.  in   fact  IttCE  T-Bond»  and  whaat 
avldanca  thia  bahavicr  av«n  nora  strongly  -than  tha  CBOT  contracts. 


In  whaat.  thara  waa  an  Incraasa  in  tha  shara  of  voluaa  i 

for  by  brokar  tradars  In  tha  low  and  cloaa  brackata  ralativa  to 

tha  high  and  opan.   In  contrast,  T-Bond  brokar  tradars  hava  thaii 
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TABLE  4:  BRACKET  ANALYSIS  -  CBT 


e»TE; 

10/03     10/0*     UVOS     lOrte     10«7 

AVf. 

MAX 

MIN 

Sihw 

MjiTKMf  oc  BroKtr  Tnotn/Numew  at  Ml  Tmetn 

Low 

33.3                    *X0       66.7 

46.7 

68.7 

33.3 

Htgft 

11,1                     11.1       21.6       57.1 

27.0 

57.1 

11.1 

Op«vS 

25.0       14.3       aaO       68.7 

41.5 

86.7 

143 

CKm-S 

18.7                                 2S.6       66.7 
Bnsfctr  Tnowr  vommwAl  Volwn* 

37.3 

66.7 

16,7 

LM 

10.5              4ao     81. a 

«4.1 

61.6 

10.5 

Higrt 

5.3                      13         32       71.1 

2a9 

71.1 

2.3 

Op«v9 

25.0         3.3       82.5       75.0 

41.5 

75.0 

3.3 

OOM-S 

5.5                                   4.4       75.0 

2&3 

75.0 

44 

Low 

11.1                    23.1       KXO 

38.1 

80.0 

11.1 

h«gtt 

19.7                                 67.7      S8.0 

48.9 

«r.7 

19.7 

op«vs 

33.3                    76,9      68.7 

S0.O 

76.9 

33.3 

CtOM-S 

11.4                                  tU       50.0 

2S.8 

sao 

Vokjmt 

11.4 

'radanr 

Low 

37.5       81.9 

63.2 

86.9 

37,5 

High 

24.8 

24.8 

24.8 

248 

OiMrwS 

toao          .   loao     68.7 

86.9 

loao 

66.7 

Oow-s 

33J 

33.3 

33.3 

33.3 
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TABLE  6:  BRACKET  AiNALYSIS  •  \UCE 


DATE: 

lOrta    Kvo*    10/0$    10/08    lo/o? 

NumtMf  of  BroKtr  TnMra/NumDtr  of  Al 

*vi. 

MAX 

MIN 

D-M»r1i 

TrtOW 

Law 

sao 

5ao 

sao 

90.0 

Hign 

35.7       25.0       44.4       90.0       12.5 

33.5 

sao 

129 

OpwvS 

S0.0     90.0              sao 

50.0 

50.0 

50.0 

CIOM-5 

33.3       90.0       2S.0       90.0 
Sroktr  TrMwr  Votunw/AI  Vomnw 

39.8 

50.0 

25.0 

Law 

50.0 

5ao 

sao 

50.0 

Hign 

era       20.9       57.4       78.9       27.8 

48.S 

76.9 

20.5 

Opwvs 

50.0       90.0     100.0       50.0 

825 

100.0 

sao 

CtaH-s 

2&0       50.0       29.0       50.0 

37.5 

50.0 

25.0 

Brewtr  TnemT  Cnt  VomnM/AM  cni  Votunw 

Lew 

ao 

ao 

ao 

Hign 

S3.2       M.2       728       82.8       120 

43.9 

73.5 

12.0 

OlMIVS 

loao 

100.0 

100.0 

loao 

Ck)M-S 

5ao                    33.3 

Brofear  Traowy  CT1 1  Voiuma/A«  Srokw 

41.7 

sao 
voiumi 

33.3 

TnOmt 

UWf 

ao 

ao 

ao 

Hign 

42.0       25.0       72.7       SaO       3a0 

43.9 

717 

25.0 

OpwvS 

sao 

sao 

sao 

sao 

ClOM-S 

100.0             loao 

loao 

loao 

tx.o 

NcM:  BHnk  can  an  dm  to  •Ahar  no  brokar  ndv  activty  or  no  CTT1 
tradaa  By  Drokar  tradatB. 
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graacaat  atUkT*  oC  voluma  at   tha  cloaa  ralaClva  to  Cha  ocbar 

£B££-      Incra-day  Urkat  activity  tor  rough  rlca  is  sDohii  in 

Tabla  7.     Tha  data  art   -■--- ^-•-  --   ■-- -       -     — 

nuHbar  of  traders  and 

BacK  MeDtB  LJoniaitv 

Broker  tradinq  baa  baan  traditionally  aaaoclatad  vith  tha 
entiancament  of  back  DonCti  liquidity  du«  to  brekar  tradara'  ability 
Co  "lag  in"  a  spraad  (saa  Appandix  A  for  an  axplanation  of 
"legging").   As  a  preliminary  sxaBlnatlen,  t" 
averaga  baclc  month  activity  for  th«  weak  wat 
Tio   broker  trader  executions. 

SBQX-     Ifhaat,  t-bonda  and  allvar  which  were  exasined  for  tha  CBOT._ 
have  particular  diatinctlons  dua  to  diffarancea  in  ttia  underlying 
caah  market.   Tabla  8  shova  tha  aggregated  weekly  activity  in 
wheat  for  each  expiration.   Wheat  is  a  carrying  charge  market 
where  intervonth  spreads  vary  due  not  only  to  interest  rates  but 
storage  charges,  inventory  danands,  crop  years,  etc..   These 
multiple  factors  lead  to  substantial  volatility  in  tha  price 
ralatlonships  between  nonths.   This  spread  volatility  creata*  a 
hedge  demand  and  a  demand  for  brokerage  services. 

ibstantial 

These 

data  indicate  that  the  broker  trader  is  a  major  msrlcatmaking  farce 
in  these  back  months  with  regard  to  overall  volume,  accounting  for 
up  to  S*li  speculative  capital  fro*  the  floor  |CTI1  trades), 
ganeraily  providing  21%  to  331;  and  brokerage,  providing  up  to 
83t. 

The  wheat  contract  stands  In  stark  contrast  to  contracts  that 
exhibit  less  variable  pricing  relationships  over  time   For 
axaapla  back  month  prices  are  detarminad  almost  exclusively  by 
interest  rates  in  the  T-bond  and  silver  markets:  therefor*  there 
is  substantially  lass  hedge  demend  for  spread  positions  within  the 
market.   Rather  back  month  demand  for  rollovers  is  reflected  in 
first  deferred  month   intemarkot  spreads  are  a  different  natter 
and  cannot  be  observed  from  these  data.]   Tbls  rollover  demand  » 
and  reduced  spread  demand  is  saan  in  the  market  activity  data  tor 
thess  contracts  (Tabla  9) .   There  is  activity  in  the  first 
deferred  expiration  but  very  little  or  no  broker  trader  activity 
in  the  further  deferred  months  of  these  CBOT  contracts. 

mC£.   Only  HACE  wheat  was  examined  for  back  sonth  liquidity  froa 
broker  traders  (Table  10) .   Although  broker  trader  activity  was 
substantially  lower  in  MACZ  wheat  relative  to  CBOT  wheat.  MACE 
wheat  still  exhibits  a  substantial  contribution  by  broker  traders 
to  back  aonth  liquidity.   Broker  traders  generally  account  for  *0% 
to  S0%  of  the  back  month  volume  n\   to  5«t  of  the  speculative 
capital  provided  to  tbose  back  months  (CTIl  trades)  and  61t  to  77% 
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TABLE  7:  BRACKET  ANALYSIS  -  CRCE 


DAT^; 

10/03   io/o«    lo/os   loroe    lomr 

NumtJW  of  Brokw  Tf  aotfi/NumBK  of  * 

AVI. 

MAX 

MIN 

R.Rica 

Tr«.r 

Urm 

ao 

ao 

Hign 

14.3       14.3                    2B.a 

19.1 

28.6 

14,3 

OpwvS 

50.0    sao     5ao             sao 

sao 

500 

50.0 

CIOM-5 

32.3 

BrM«r  Tnatn-  vmuhm/AI  Voium* 

32.3 

32^ 

32,3 

Lew 

ao 

ao 

ao 

Hign 

9.5         9.5                    18.0 

123 

18.0 

9  5 

ODWI-S 

50.0       50.0       SCO                    50.0 

S0.0 

50.0 

50.0 

OoM-S 

47.6 

47.6 

47  6 

47  5 

Brotw  Tfidw  cni  Vokjm/AU  CTli  Votum* 

Law 

ao 

0.0 

ao 

Hign 

1Z5       1ZS                      1.2 

S.7 

1£S 

1.2 

Op»fvS 

sao     69.2                       sao 

SS.4 

69.3 

50.0 

Clow-S 

BvrtiTA*  Ti  ■!  !■!■•  ^Tl*    Ua^  .«««a;AJI  n,-.li*. 

ao 

ao 

ao 

BrOlCV  TraOCfT  cni  VOIURwAI  BrOhtf  iiauaia  woiUTrai 

Low 

ao 

ao 

ao 

Hign 

a.3     sao               zt 

2a3 

sao 

26 

Qom-i 

loao     11.S                      100.0 

Tas 

loao 

11.5 

ooM-a 

ao 

ao 

ao 

NoiK  Blank  ettt  arc  dus  to  wtrw  no  brokw  traovr  aetiv«y  or  no  Cn  i 
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BROKER-TRDR  BROKER.TnDR  BROKER'TROR 
BROKER-TROR  Cni  SHARE  SHARE  OF  ALL  CTTT  SHARE  OP 
SHARE  OF  OF  ALL  cm  BflOKERAQE  ALL  BROKER- 
ALL  VOLUME          VOLUME  (C71Z3.«)  VOLUME  TROR  VOLUME 


S3% 

88% 

35% 

31% 

83% 

31% 

21% 

SS% 

«•% 

30% 

77% 

'     32% 

33% 

20% 

S0% 

B  B.Google 


csoT  iROKnTnon  iftoKUTnoR  srokehtroa 

r.80t4DS  8H0KEH  TROH      CTII  SHAHI  SHAIII  OP  ALL  CTH  SHARE  OP 

SHAHIOP  OPALLCni  BROKERAOI  ALL  BROKEn 

CONTRACT  ALL  VOLUME  VOLUHt  (CTIIM)  VOLUME       TROR  VOLUME 

OEC«  tZ%                          24%                             89%                              Zr% 

MARB8  3S%                          S%                              38%                              14S 

JUNEtt  12%                          T%                              17%                             a-, 

S0«9  4%                           0%                               2%                               12% 

0EC«9  g%                           4%                              14%                             29% 

MAAWI  0%                           0%                               0%                               0% 

JUNW  0%                           0%                               0%                               0% 

SCPW  0%                           0%                               0%                               0% 

0GC-9a  S%                           4%                               5%                              42% 


*  OCT  W  D«MtM  M  (Mwy  monm. 
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BflOKER-TROn  BROKER-TnOR  BROKER.TRDR 

BROKEn-TROR      CTH  SHARE  SHARE  OF  AU.  CTII  SHARE  OF 

SHARE  OF  OFALLCni  BROKERAGE  ALLBROKER- 

ALL  VOLUME  VOLUME  (CTia.3,4)  VOLUME  TROR  VOLUME 


icra-i<v7 

0EC-B8 

23% 

MAR-S9 

49% 

-MXYW 

S0% 

JULY-B9 

40K 

MPW 

0% 

35-216  0-90-8 
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of  Cb*  brokara^B  •ctivlty  In  thaaa  back  Mdntha.   Again  nota  that 
tha  dlffarancaa  batvaan  tha  KkCE  and  CBOT  whaac  Barkaca  baar 
(urtliar  Invaati^ation.   Also  low  voluaa  in  thia  aarkac  has  a 
atrong  afCact  en  U)aaa  raaulca. 

SSSX-      ^*  rough  rlca  aarkat  ia  alailar  in  natura  to  tha  whaat 
aarkata  and  tha  back  aonth  contribution  ot  brekar  tradara  ia 
acrong.   T*bl«  ll  illuaerataa  tAa  contribution  of  tha  bcokar 
tradar  to  Back  aonth  liquidity  In  rica>   Ttia  br«kar  tradar 
accounts  for  up  to  *0\   of  back  -aonth  voluB*,  11  Co  60t  of  Cha 
spaculativa  capital  CTIl  tradaa)  In  theaa  back  Bontha  and  up  to 
A3\  ot   back  Bontn  brokarag*.   Again,  thaaa  parcantagaa  ara 
axtraaaly  volatila  dua  to  low  veluaa. 

t-ew  and  niah   voluaa  Duim 

CBOT   Brokar  tradar  activity  tor  tha  naarby  sontha  of  CBOT 
T-bonda,  whaat  and  ailvar  on  tha  lowaat  and  highaat  voluaa  day  of., 
tba  waak  ia  ahetm  en  Tablaa  13,  13  and  14. 

T-bend  veluaa  waa  lowaat  en  octobar  4  and  highaat  en  Octobar  7 
(Tabla  12).   Aa  aicpactad  on  Cha  high  voluna  day  thara  was  a  larger 
trading  population  uith  aora  tirokar  tradara  ralativa  to  tha  low 
voluna  day.   Srokar  tradara  axacutad  a  largar  proportion  of  all 
voluaa  on  tha  high  volUAa  day  49  «%  va.  41. Bt).   Thia  incraaaa  in 
brokat  tradar  voluaa  ahara  occurrad  aa,  on  average,  each  broker 
trader  axacutad  aora  than  double  tha  voluaa  thay  did  on  Cha  ilcwar 
day  with  Bora  and  largar  Cradaa   On  both  daya  broker  tradar* 
executed  about  ana-third  of  thair  cradaa  for  chair  own  accounta. 
Per  each  cuatoaer  category  (CTtJ  through  4J,  broker  tradara 
executed  a  alightly  largar  proportion  of  all  tradea  on  tha  high 
voluaa  day  ralativa  Co  Cha  low  voluaa  day  aa  euatoaara  raqueated 
additional  brokerage  aervicaa. 

Hhaat  voluaa  waa  lowaat  on  October  3  and  highaat  on  October  4 
(Tabla  13    The  nuBber  of  all  tradar*  and  the  nuaber  of  tradara 
claaaified  aa  broker  tradara  on  the  high  voluae  day  vara  alightly 
higher  tban  chat  of  Cha  low  voluae  day.  The  ahare  of  all  voluaa 
executed  by  broker  trader*  on  the  high  voluae  day  waa  greater  a* 
aach  broker  trader  did  aora  tradea  and  largar  tradaa.   On  tha  high 
voluse  day  a  slightly  largar  proportion  of  all  cuetoner  trade* 
(CTI2,3.4}  ware  exacuced  by  broker  tradar*.   Howavar.  while  broker 
trader*  did  a  largar  chare  of  cTIl  euatoaara  voluae  on  cha  buay 
day,  cnay  did  a  asaller  ahare  of  CtI3  and  4  voluaa  on  Che  busy 
day.   Broker  cradera'  share  of  CTIl  voluae  waa  about  tha  aaaa  on 
both  days   Tha  ratio*  Indicsta  that  on  Cha  low  voluae  day  in 
whaat  a  greater  percentage  of  broker  tradar  activity  waa  cOBpriaad 
of  trading  for  their  own  account. 

Daily  voluae  in  tha  relatively  alow  1000  ot.  ailver  contract  can 
vary  widely   While  tha  total  nuBbar  ot  tradara  on  the  high  voLuna 
day  Vii     u*t  above  that  of  tha  lew  voluae  day,  the  nujaber  of 
broker  traders  roaa  troa  on*  to  five  (Table  14).   The  ahara  of  all 
voluD*  axacutad  by  broker  trader*  on  the  high  voluae  day  va*  far 
greater  than  that  of  Che  low  voluaa  day.   Voluaa  and  tradaa  per 
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SROKEn>TR0R  BROKEH-TRDR  BROKER-TRDfl 

BflOKEFI-TnOR      CT11  SHARE  SHARE  OF  ALL  CTTt  SHARE  OF 

SHARE  OP  OFALLCni  BROKERAQE  ALL  BROKER. 

ALL  VOLUME  VOLUME  (Cnz. 3,4)  VOLUME  TR OR  VOLUME 
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COMPAAISON  OF  BROKCn  TRAOER  ACTMTY  ON  HIOHEST 
ANO  LOWEST  VOLUME  DAYS 

C80TT.80N05 

OECEMIER  EXPIRATION  LOW0AY:OCT4  HIQH0AY:OCT7 

TOTALVOLUME  16118B  450,783 

(fli  •Kpnoont) 

OECEMBCR  CONTRACT  ONLY: 

TOTALTRAOEBS  8*4  893 

NUMBER  BROKER  TRADERS  1 41  1 82 

BROKER  TRAOER&TOTALTRDHS  21.9%  23.«% 

BROKER  TRADERS  OM.Y: 

NUMBER  BROKER  TRADERS 
VOLUm  PER  TRADER 
TRADES  PER  TRADER 
VOLUME  PER  TRADE 
Cni  TRAOES/ALLTTUOES 

B-T  CTI2.3.4  TRADES/ALL  Cnzi3.4  TRADE 
B-T  cni  VOLUME/AU.  B-T  VOLUME 
B-TCT)1  VOLUMGTOTALCni  VOLUhlE 
B-T  cm  VOLUME/TOTAL  CTU  VOLUME 
B-T  0713  VOLUMBTOTAL  CT13  VOLUME 
B-T  CT14  VOLUME/TOTAL  0714  VOLUME 


41.8* 

49.8% 

478 

1273 

43 

81 

11.2 

is.r 

38.4% 

38.0% 

ra.1% 

82.5% 

21.7% 

24.3% 

15.7% 

21.3% 

88.5% 

82.8% 

73.2% 

77.0% 

84.5% 

90.9% 

B  B.Google 


L0WDAY:0CT3  MK3H0AY:OCT4 


TOTAL  VOLUME 

(■II  ntpiranoRi) 

DECEMBER  CONTHACT  ONLY: 

TOTAL TRADERS 

NUMBER  BROKER  TRA0B1S 

BROKER  TRADERS/TOTAL  TRDRS 

BROKERS  TRADERS  OM.Y: 
K  OF  ALL  VOLUME 
VOLUME  PER  TRADER 
TRADES  PER  TRADER 
VOLUME  PER  TRADE 
cm  TRADES/ALL'mAOES 

8-T  CTtt3.4  TRADES/ALL  Cn2.3.4  TRADE 
B-T  Cni  VOLUME/ALL  S-T  VOLUME 
B^T  cni  VOLUME/TOTAL  CHI  VOLUME 
B-T  era  VOLUME/TOTAL  CT12  VOLUME 
B-T  Cna  VOLUMEH'OTAL  CT13  VOLUME 
B>T  CT14  VOUIMEHOTAL  CTU  VOLUME 


88.1% 

87.6% 

250.9 

447.4 

SZ.1 

91.8 

4.1 

4.9 

27JJ% 

23.2% 

91.8% 

98.3% 

28.7% 

28.1% 

3&8% 

42.8% 

55J% 

91.2% 

ao.a% 

74.9% 

96.1% 

89.!% 
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COMPARISON  OF  BROKER  TRADER  ACrMTY  ON  HIGHEST 
AND  LOWEST  VOLUME  DAY3 

C80T  SILVER 
DECEMBER  EXPIRATION 

LOW  DAY:  OCT  4  HIGH  DAY:  OCT  7 

TOTALVOLUME  SSB  3.1SS 

OKHMER  COhnRACT  ONLY; 

TOTAL  TRADERS  11  13 

NUMBER  BROKER  TRADERS  1  S 

BROKER  TRADER&TOTAL  THDRS  9. 1  %  38.8% 

BROtCRS  TRADERS  ONLY: 
%  OP  ALL  VOLUME 
VOLUME  PER  TRADER 
TRADES  PER  TRADER 
VOLUME  PER  TRADE 
Cni  TRAOES/ALLTRADES 

B-T  CT12.3.*  TRAOES/AU.  CT1Z3.4  TRAM 
B-T  Oil  VOLUME/ALL  B-T  VOLUME 
B-T  cni  VOLUME/TOTAL  cni  VOLUME 
B-T  0712  VOLUME/TOTAL  CTQ  VOLUME 
B-T  CTO  VOLUME/TOTAL  CTQ  VOLUME 
B-T  CTM  VOLUMC/rOTAL  CTU  VOLUME 


*.9% 

81.4% 

23 

507.3 

a 

37 

2.S 

117 

82.4% 

37.3% 

1.4% 

92.8% 

54.3% 

29.1% 

S.4% 

7a9% 

ai. 

41.6% 

123% 

»4.f% 

a3% 

91.8% 
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Bueh  highar  an  tUa  high  volum*  day.   Tha 
:r  CTii  volume  to  veiusa  axaeutad  by  brokar 
was  Duch  aBallar  en  tha  high  voluaa  day. 
ot   all  CTI2,  CIJ3   and  CTI4  voliwa  was  alao 
[h  volusa  day. 


brokar  t radar 
ratio  of  brokar  rradi 
tradara  tor  cuacoaari 
Brokar  tradara'  ahari 
Buch  h^har  o: 

U&SE.  Tablaa  15,  16  and  17  show  savarai  aaaauras  el  brokar  tradar 
activity  for  naarby  Bontha  on  tha  low  and  high  volu>a  day  tor  tUCE 
T-bond,  whaat,  and  D-aark  tuturaa. 

T-band  volu**  waa  lowaat  on  Octobar  S  and  hiqhast  on  Octobar  '' 
(Tabla  15    Thara  w*v»   40t  aora  tradara  trading  T-bonda  en  tha 
high  volUBa  day  and  57t  mara  brsJcar  tradara  on  that  day  tnan  on 
tha  low  voluma  day.   Tha  voluna  and  nunbar  of  tradaa  par  brokar 
tradar  wara  nuch  highar  on  th*  high  voluaa  day  but  brokar  traders 
executed  a  nearly  identical  proportion  of  all  voluna  on  botli 
daya   on  both  days  broker  traders  axecutad  around  ona-tbird  as 
■any  trades  Cor  thair  own  accounts  as  they  did  for  othar 
eustoaers.   Except  for  tha  Incraasa  In  CTI3  voluB*  on  tha  high 
voliuM  day,  brekar  traders  axacuted  siailar  prepertlens  ef  all 
cuatoaar  voIub*  on  the  tvo  days. 

Hhaat  voluae  «a*  lowaat  on  dctobar  3  and  highest  on  Octobav  S 
(Table  IS) .   While  the  nuabar  of  all  traders  and  broker  traders 
was  j^flKff  on  tha  higFi  voluna  day  brokar  tradara'  ahara  of  ^11 
voiiUM  on  the  high  voluae  day  was  nearly  double  that  of  the  lew 
voluae  day.   Again,  this  occurred  as  brokar  tradara  exaeuced  wrra 
tradaa  and  larger  tradaa.   While  brokar  traders'  CTII  voluaa  aa  a 
fraction  of  all  brokar  tradar  voluaa  was  lower  on  the  blgh  voluna 
day,  their  share  of  all  CTII  voluaa  vas  highar   Brokers  traders 
executed  a  saallar  proportion  of  all  brokeraqa  veluae  on  the  high 
veluae  day. 

voluaa  Ln  the  mcc  I>'nark  contract  on  the  high  voluae  day  was  aora 
than  tan  tinea  that  of  the  low  voluaa  day  (Tabla  It).      The  total 
nunber  of  traders  and  nnabar  of  brokar  traders  on  tha  high  voluae 
day  Increased  by  four  and  three,  respectively,  froa  the  low  voluae 


The  share  of  all  vo! 
14.4  to  27  ot  ecroBB  thasi 
tradar  were  auch  higher  oi 
voluaa  day  tha  proportion 
executed  by  broker  trader! 
executions  by  broker  trad< 
CTII  voluae  to  all  voluae 
froa  17.4  to  fi2.T*.  Broki 
CTII  voluae  on  the  high 

Table  II  shows  varJ 


executed  by  broker  trader e 
days.   Voluaa  and  trades  par  brokar 
tha  high  voluna  day.   On  the  high 
of  CTIi  and  CTI3  trades  that  war* 

Increased  substantially.   However,  CTIA 
rs  declined.   The  ratio  of  broker  trader 
axecutad  by  broker  traders  lAcraased 
r  traders  axecutad  a  larger  share  of 
luaa  day. 


_   _   _  I  naaiurea  of  broker  trader  activity 

in  tha  nearby  aonth  ot  the  cKce  Rough  Rica  contract.   Ho  brokar 
traders  ware  active  on  either  the  high  or  low  voluae  day. 
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COMPARISON  OP  BROKER  TRADER  ACTIVITY  ON  HK3HEST 
AND  LOWEST  VOLUME  DAYS 


MACE  T-SONOS 
OECEMBER  EXPtRATION 


LOW  DAY:  OCT  8  HIGH  OAV'  OCT 


TOTAL  VOLUME 

(ai  ccpraorw) 

DECOABER  C0I4TRACT  ONLY: 

TOTAL  TRADERS 

NUMBER  BROKER  TRADERS 

BROKER  TRADERS/TOTAL  TRORS 

BROKERS  TRADERS  ONLY: 
«  OF  AU  VOLUME 
VOLUME  PER  TRADER 
TTUDES  pet  TRADER 
VOLUME  PER  TRADE 
Cmi  TRAOES/ALLTRAOES 

B-r  Cn2.3.4  TRADES/ALL  CT12.3.4  TRADE 
B-T  Cni  VOLUME/ALL  B-T  VOLUME 
B-TCT11  VOLUME/TOTAL  Cni  VOLUME 
8-T  CT12  VOLUME/TOTAL  CT12  VOLUME 
B-T  CTO  VOLUHEn^TAL  CTO  VOLUME 
B-T  cm  VOLUME/TOTAL  CTU  VOLUME 


37.3% 

31.4% 

me 

1344 

2U 

34.S2 

18 

3.89 

219% 

26.0% 

aas% 

8a8% 

14.4% 

19.8% 

9.2% 

12.1% 

50l7% 

75.8% 

78,3% 

79.2% 

84.7% 

•4.5% 
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COMPARISON  or  BROKER  TRADER  ACTIVITY  ON  HIGHEST 
AND  LOWEST  VOLUME  DAYS 

MACE  WHEAT 
DECEMBER  EXPIRATION 

LOW  DAY:  OCT  3  HIGH  DAY:  OCT 

TOTAL  VOLUME  387  1,283 

(all  8xp<raions) 

OECEMBEH  COMTTWCT  ONLY: 

TOTAL  TRADERS  26  22 

NUMBER  BROKER  TRADERS  3  2 

BROKER  TRAOERS/TOTALTRDRS  11.5%  9.1% 

BROKERS  TRADERS  ONLY: 
%  OF  ALL  VOLUME 
VOLUME  PER  TRADER 
TRADES  PER  TRADER 
VOLUME  PER  TRADE 
CTI1  TRADES/ALL  TRADES 

B-T  CTO.3.4  TRAOES/AIL  CT12.3.4  TRADE 

B-T  cni  vouitiewx  b-t  volume 
B-T  cni  voumbtotal  cni  volume 

B-T  CTI2  VOLUMBTOTAL  CTTZ  VOLUME 
8-T  era  VOLUMBTOTAL  CTia  VOLUME 
B-T  CTM  VOLUMBTOTAL  CT14  VOLUME 


18.7% 

3afi% 

ao.2 

180.2 

11.5 

81.5 

1.8 

5.9 

23.2% 

23.8% 

84.1% 

81.4% 

17.4% 

11.8% 

3.7% 

7.3% 

ao% 

ao% 

sao% 

Z1% 

95.9% 

724% 
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COMPARISON  OF  BROKER  TRAOCR  ACTMTf  ON  HiQHEST 
AND  LOWEST  VOLUME  DAYS 

MACE  DEUTSCHE  MARKS 
DECEMBER  EXPIRATION 

LOW  DAY:  OCT  7  HIGH  DAY;  CCT ! 

TOTAL  VOLUME  80  91  < 
[Mtttmaorm] 
'  OECEMBCn  CONTRACT  ONLY: 

TOTALTRADBtS  19  23 

NUMBER  BROKER  TRADERS  1  4 

BROKStTRAOERSn^TALTRmS  13%  17.4% 

BROKERS  TRADERS  ONLY: 
%0F  AH  VOLUME 
VOLUME  PER  TRADER 
TRADES  PER  TRADER 
VOLUME  PER  TRADE 
Cni  TRADES/ALLTRADES 

B-T  CT113.4  TRADES/ALL  CTT2.14  TRADE 
B-T  CT11  VOLUME/AU.  B-T  VOLUME 
B-TCni  VOLUME/TOTAL  Cni  VOLUME 
B-T  Cn2  VOLUME/TOTAL  CT12  VOLUME 
B-T  CTO  VOLUME/TOTAL  CTO  VOLUME 
B-T  CTU  VOLUME/TOTAL  CTU  VOLUME 


14.4% 

27.0% 

11.5 

B1.6 

11.5 

19.1 

1 

3.2 

17.4% 

52.9% 

28.4% 

21.7% 

17.4% 

52.7% 

4.3% 

31.5% 

ao% 

44.4% 

33.3% 

30.0% 

42.5% 

7.3% 
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COMPARISON  OF  SnOKER-TRAOER  ACTMTY  ON  HIOHEST 
AND  LOWEST  VOLUME  DAYS 


CflCE  nOlXSH  RICE 
NOVEMBERCCPIRATION 


TOTAL  VOLUME 

(ai«cpiraiions) 

NOVEMBER  CONTRACT  ONLY; 

TOTAi.  TRADERS 

NUMBER  BROKER  TRADERS 

BROKER  TRAOERSnXJTAL  TRDRS 


LOW  DAY:  OCT  6  HIGH  DAY:  OCT  7 


BROKERS  TRADERS  ONLY: 
%  OF  ALL  VOLUME 
VOLUME  P^  TRADER 
TRADES  PER  TTWSR 
VOLUME  PER  TRADE 
cm  TRADES/ALITRADES 

B-T  Cn2.3.4  TRADES/ALL  CTIZZA  TRADE 
B-T  CT11  VOLUME/ALL  B-T  VOLUME 
B-TCni  VOLUME/TOTAtCni  VOLUME 
a-TCTB  VOHfl»E/T0TAL  CT12  VOLUME 
S-TCTO  VOLUWE/TOTAL  CTO  VOLUME 
B-TCTU  VOLUME/TOTAL  CTW  VOLUME 
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agcb  Bsr*  raaaareh  !•  rM«d«d  for  ■  d«Ilnativa  plctura  at  Uta 
coaplax  ralationahlpa  batvaan  brokar  cradar  activity  and  aarkat 
liquidity.  Havarthalaas,  eur  pralialnarY  work  laada  Co  aavaral 
eantativa  conclualona  aa  tellova; 


Tha  brokar  tradars  provida  a  lubstantlal  aaount  eC  tti 
•paculativa  capital  en  tha  floor  of  tha  axchangas.  TR 
la  trua  In  alBosc  all  naarby  axpiratlans. 

Sena  variation  In  brokar  tradar  activity  la  aaan  acroi 
■arkata  baaad  on  thalr  undarlylng  eessedity.  Brokar 
tradar  activity  ia  graataat  in  tha  agricultural 
contracts  and  slightly  Issa  in  tha  intarast  rata 


d.   Brokar  tradars  aaka  a  substantial  contribution  to  sarkat 
liquidity  in  low  volUBa  parlods  as  thay  ineraass  ttaair 
own  trading  during  parlods  of  slack  breksraga  d^iand. 

a.   Brokar  tradars  ara  a  Major  torca  supplying  back  month 

breksraga  and  liquidity  in  sarkats  with  volatlla  apraad 
rslatlensbips. 

t,       Drssatic  variations  in  volu>a  and  dasand  Cor 

brokaraga  ara  obaarvad  across  coBBOdity  and  through 
tiaa.   This  is  aasociatad  with  a  larga  but  widaly 
varying  aaeunt  of  brokar  trading. 

In  ganaral,  tha  brekar  tradar  plays  a  critical  rola  In  eencracc 
activity  aereaa  all  thraa  axchangaa.  A  rola  that  will  ba  fully 
undarstood  only  with  lurthar  rasaarch. 
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^Tfiirft  lOAis  or  nb^t 


fUlMCT  •(  tha  BUtattlaci. 


4uai  CT*4U(  k«(*n  tar  *aartM  !i*t*  » 
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Barnes  &  Co. 


r«br-ju7  a,  :a»i 


Kr.   EarsCan  Kahlaaan 
ea«ira««,    CUoa^e   Beard  of  Trad* 
141  (f«ac  JaeJuoa  Slv4. 
Cxiea^Q,    Illineia     <a<04 


Oaar  Kr.    Cialzaaai 


Ilia  undaraigitad  vould  lika  to  axpraaa  our  rcror.f 
eppoaltien  to  propaaad  chan^as  Ia  dual  cradlnf.      Vm  bali«v- 
thmZ  au7  elianca  baaaflt  graa«ly  :roa  tHa   £laxihilisy  ^i* 
dual  trading  aCCara.     Ifa  ara  partieularlf  coacamad  mac   •'• 
will  aoC  ba  atola  to   'lag*  apraada,   and  Chat  wich  brokara  ;.' 
baijig  abla  to  )fmf  tha  apraada   in  llna  Cha  dlf'aranea 
baewaan  eba  bid  and  aalc  vlll  grev  to  tHa  datrisaat  at  ai: 
Mm  oaa  eha  Board  oS  Trada  £ar  rlak  tranaSar.      tfa  alia 
baliava  Uac  veluaa  avar  all  will  drop  hy  ovar  10   par=an^ 

T&a  Board  of  Oiraetora  handling  ai  t^aaa  xactars 
appaara  ce  b«  ineoRaistaat  ac  baat.  On  ana  band  t^ia  3oazl 
of  Oiraccora  rafuaaa  co  uutvar  BllaTatiana  iji  s:^*  prass  -  ; 
cha  aebar  hand  c&ay  propoaa  to  eSanga  an  aga  old  practiea 
apacificaXly  bacauaa  of  tbaaa  allagaclona.  is  appaars  zs  '; 
Clue  dual  trading  ia  balng  offarad  aa  a  aacrificial  laab  t: 
appaasa  coagraaa  and  aebars. 

T&ra  aain  arg^SMne  againac  dual  trading  appaara  ta  l:a 

Chat  ClM  tasptatlon  ia  too  graat  to  staal.      Ia  t£at  caaa  ;jr 

'  banlcs   abaold  gat  rid  o£  all  bank  ^allars  baeauaa  of  t£a 
taaptatlon. 

Aa  a  aalf-caqnlacery  body  m  mat  da  t^a  Job 
stxingan^y,    and  waad  oat  tba  bad  applaa  ouraalvaa.      I*  va 
Bs«  try  to  plaeata,    and  ban  daal  trading,    it  ia   eantaaount 
ta  admitting  that  wa  eaa't  bandla  t^  job  onrsalvaa   -  and 
tbae  tte  practica  baa   lad  to  vidaapraad  a^oaa  all   along. 
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&a  a  9Taap  with  yaars  af   «icp«naae«   jjs  s«v«;al  r-"'  '■'* 
da  oeK  b«li«v*  ta«c  dial  xgidtng  tea  I«a4  «a  vidaspraad 
abaam.     on  t!i«  eM)srsr7  aur  cliaacj  era  proud  a£  ou; 
iAcafriey,   and  v*  ara  prsud  at  Ua  iscagrity  aZ  eu;  fai:.:v 


ttacvbav  J.   esRs«lly 


s.  lai  fillLlps    ' 
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Mr.   Ton  Oeetevaa 

?&•  aiea^e  Sa*s±  of  T;ad« 
1«1   U.    JaekiOR    Blvd. 
dicaffl,    :1     aOSO'l 

Oaar  Mr.   Saaovaa: 

I  aa  a  local   erad*r  and  own*;  at  a   ^11  aambcrctii;   a;    ., 
th*  board  of  T;ad«.      £  da   noe   iiXI  eaatoffl«r  erdars   ^r. 
tlM  pits,   buc  I  de  haadl*  oss«em*r  ordari.      Srea 
eoHMrei*!  iina.   ier  eeamssions    (of S-f loerl . 

I   apeak  for  nyaalf  aad   for  sy  cuaeanari   la  leasis?   :£«: 
it  la  a  Blaeak*  and  a  dlsaarvlea   ta  cusconari   ss  ban 
dual  trading . 

To  pttt  tb*  ftrfiiB«ae  aiaplyi    If  dual  cradln?  is  bannad, 
ae  brokar  will  dara  taJt*  cha   flaanelal  rlak  to  axacuta 
a  spraad  ordar  by   'la^^lB?*    tba   ordar,    i.a.   by  ::uyinf 
oa  aeath'i   futurai  eantraet  outrifht  in  cha  aaricas.    and 
■alllsf  anotbas  oufheri^tit  in  eba  aarkat. 

This  will  fere*  brakara  to   raly   atrietly  an   loea- 
eradara   for  ipraad  ^otaa   and   ipraad  axaeutlea.   er 
CO  dapand  on  asotbar  brokar   fortuitanaly  ^.avinf  t>.a 
oppeslnf  ipraad   to  axaeuta  on  anochar  srdae.      Tha  feed 
brekari   icoow  bov  to   jnd^a  whatbar  a   local's  offar   is  e= 
tha  aarkae,   and  If  tbay   Jod^a   tbat   it   is   sot,    tbay  can 
90  into   tba  sarkat  wltli  oatrl?bt   trading    (*laf7;jtf '1  . 
accaally  gemBaeing  >«ltb  t!ia   local   inacaad  of  dapandi^? 
an  bia,    to  ceaplata  tha  ordar. 

Onf ertnaataly ,    it  is  dlffleslt   for  tha  Avara^a  parson   te 
iindarsoand  tbi.s   inbtlaty.      3ut  allaLuiatu?  dual   tradis? 
will  also  aliaiaata  a   laorea  of  compat^tion   fer  tba   locals 
tbat  aakaa   tb«  narkac  aera   benaat  and  laeraasas   li^oidity. 

:  baard  a  '.Mrtbwttlla   suq^astioa   to   allaviaca  cnatosars' 
deotats   about  dnxl   trading.      All   brakars  whs   trada   for 
tbaaaalTas    ittoald    rao'-.star    =ha    fact  vitb    tba   txes^A^t 
and  witb  tvmrr   claarvn?    iisa  wizb  vHca    tbay  do    3us:^ass. 
Tba  ciaarmg   firaa   mould  notify  caatoBars   tnat   t-iasa 
brekars   ^atand   to   trada    for   tbaasal'/as.    and 
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gxv  Ua  cuacsnan  tii«  epc^on  ea  dixae^  t^ai;  erd«;i 
otHms  brekara.  Also.  sM  •xe.l4a9a  lAotild  safulsxly  i 
;uido«ly  aodtc  bcalcari  via  da  C?lt  ■yfcaa  aod  ut?  esi 
aacAeds  availabla. 


Siaetsaly,    .  . 

0*nial  r.   iraphy  f     ^  j 
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SCUTKERN  FAX.V.ER*AS<eC:AT!C\ 


I-:-    :?.    :»i« 


S^H>^ 
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4, 


CXNTHAL  LOUISIANA  QMAIN  CS>C^.  Inc. 

■eres.  Louisiana  n^c*     ~ 


lU  ».   Jaekaea.  6th  noar 
ChlM(g,    IL  MMU. 


Smt  Kr,   MiUauB: 


!•  dual  eradisc  abtli^r 
:  appr««iaM  jQur  luppon. 


^'f<0/iJ^. 
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CAkCaaB  3ea*tt   oi   Tiai 
/4/   ir   ^acA*urt  St. 


In   tht   ' 


<AtU 


,f   Ta,  ,      ,  , .  . 


^e«  pAa</i.dti   ta   tAt  j^aaut    Lncui 

dual   ttadinf   L»   oA  OA^at   to   ua   ca^    t/a'    ^ama   tft' 
favm   af   At^tAaiMtA   Akattid  it   impZtMant»d   to   Atoa    t/.c 
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C.  E.  McSWAIN  A  SONS.  INC. 


CWtfMO 

CUUfo  Board  ot  TrM* 
141  U.  JaekaoB.  Sen  Floor 
CUcafo.  n,    606U 

Daar  ».  KalOMiui. 

le  ha«  racandr  coaa  ca  sf  acEaacioa  tMe  Vm  israrnaaac,   la  :iM 
UTMdiaetoB  of  Ua  CSOT  coBcaralai  tndlai  abuaaa,   u  «aut<«ri3| 
allAaaUaa  a<  du»l  trMlai  ptt  brolcara.       I  acnofllr  aupport  cAa  ::a* 
u  datacs  aad  tcap  trMLai  abM*  ac  clia  OOT  aa  aaoa  aa  poaaibla. 
SBiM**r.  Uia  akllitr  lar  ptc  brokara  to  aB|a|a  u  4aal  endiiSi  la  aa 
•itraaalT  aCCiclaat  aacaaolaa  tor  •xacutlai  iproad  ordari.     •a  aa 
uuaerr  alavacora  uaa  ca«  apraada  ca  aat  UM  nrut  acneta;*  far  sur 
aareaandtalai  pfofraaa. 

I  urt*  ;««  M  uaa  aav  tafluenea  Uat  rati  Rava  xa  Maaif  ai  :so 
daal  eradloi  Uaua. 


Tia  [dkiT.  itarcMBdlaar 
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Farmers  Mill  and  Elevator  Co.. 

DEXTER  SUPPLY  COMPANY 

*.  -a.  lox  ■<  -  'HOMC  %^  i«79^  iq7 

DEXTER.  GEORGIA  31019 


••  i^  &pHt  ■■ '' fnalan" 


OrttM  nuiiauiti 

0)11  nnn 

Cnict^e  'ia«rd  of  Trjd* 

Cnieiqe,  II     6aso« 

it:     OUAI.   nUOIMG 

Our  Mf.  Hanliuiini 

It  hu  fOM  U  ourattintlon  tmt  tnt  ^avamMnt  li  trytnj  u  tlv 
eutl.  trading  en  wm  caOT.     Mt  nivt  r«M  tna  rtporti  cf  Uuit  By  tea*  ' 
*n«  fill   E!i«t  tnoM  ww-f-ill    tnio   :h1t  ciiagcry  ineule  3t  mtetti  auc. 
ii  our  tnaery  cnit  In  i«M»cr(t1c  iiicltty  lucn  ii  OHri  ui«t  tn«  najST 
ilioula  net  >i«v«  la  lufftr  -for  cm  iccloni  ef  t  ftn. 

Ut  tri  tn;tgte  <n  m  a;ri-ausln«i).  >iitcn  incUdti  noc  ;niy  :.-:•  t.:; 
Of  igriejUur*  n«td]  But  alta  gravidii  i  a«r<(E  far  \-at\r  s-sai.     'htri- 
fopt,  snin  traaing  ,   neeging  ind  cantracttng  ay  cmri  if  aretri  :s  i«" 
jiacie  oitit  our  BroKtr  ara  a  vital   aarl  af  aur  sutmasi.     Anyt.itn;  tria: 
My  trttarfart  »it.i  tna  frtMca  ta  •fficiwtly  Kinola  mmi  tyst  ::-ini- 
actlant  caula  vary  bfom  afftets  an  tM  traaa  tnauitry  x%  i  iinal*. 

Iff  a  nut  iMll,  »•  Mcaart  cn«  affart  to  'ina  anc  eHmnait  lausas 
an  cna  CSOT,  jut  ■«  strongly  aonald  tn*  dual  tracing  isilttv  :f  :rteir; 
in  uia  au. 


Hania  aatly,  ■(.?.    ' 
ana  5«ntril  :4anagar 
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:  :c  -iCT  --.t  £  «»c3i.«r!  ai-w  t*av-%  jsins  tSLi  -:  : 


ilJCIXXLV. 


CI  bv  Google 


'MdU^  ^tLL  <^MiZ  i/..-- 


^—  ..  3«  '«i.«^.'  £5^ 


■arch  li.  ,ni 


1*1  a.  Ackm,  «cb  Ua« 
at*at*,  IltlHla     «M04 


t  )CT*atlT  ■■nim  eb*  au*t*  l>n4  •(  T: 


}ailtTfT—*  »ll. 
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lATOOAlS  t^ATC.  INC 


g:^:^iAm^ 
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ROCHE  yiASSTL-FJ^TCRiyrG  CO 
<&1 


HIGH  Oa*Ot    a?— 9   FEKT]UZtRS 


wnioHTSviu.^  ecoMsiA  sio>« 


Chteaag  laatd  of  ?»<■ 
Ul  U.   JMkHB,    tu  risoT 


•  (E***  ISTMt  ra  wu 
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aar4aa  t.   Rsla  ■rakaras*  Co. 
t32  JodsoB  Hmaor 
St  bovis,   NO.    Mlit 


Nr.   Kuniaii  mniMnn 
Chalnu  at  vbm  Board 

Chicago  loard  Of  Trad* 
CUngo.    111.   (0f04 

X  as  a  eoflh  grals  brokar  oad  oeeaoloaal  fvcttroo  spoeslate; 
Htto  Movld  lUt*  t*  eaaacae  aa  ciM  pvopooal   eo  ban  dual   tradtf.g. 
bollovo  caa  prepoaal   woiUd  baapar  llqaldlfy  and  raiaa  tranaaeTl^ 
eoata.      ?haaa  oagaciva  affaeta  MOtUd   in  tora  hindar  ay  awn 
bvalaaaa   slaca  eaah  grain  Bnalaaaa  valwa  hiagaa  en  all  9«;ts   =' 
Sba  aarlcating  proeaaa   warU'arg  atflelaaelr. 


Sardon  t.    Xula 


cibv  Google 


DrexelBuniiiam  Lamben 


Mr.  Urnan  tUUauni 
Hiilr— n  at  cha  lo«r<l 
Chiui*  Idacd  at  TrMta 
Ul  W*ac  Jscluan  Baul«vacd 
Chteato,  IL    tOflO* 

I  famnclr  >><>?■  =!>■  dlufa  lurd  af  Tc*d*  will  uc  SMk  ar  ba  eaaiei^ 
iaco        •liBtaaclaf      "dual     tTa41a|"     u     ■     aaaMnUp     riihc.  T^i 

eoiuaquncaa  to  eacas  sf  laac  ll^Bldltr  alena  voitld  ba  dlaaitiaui.  ^it 
Ea  aaacioB  tha  abvlaua  infrlataaanc  upon  rtfhu  of  MaMrihlp,  19  Ki<:( 
a<  Hall  u  w  nfulata  lualf. 

Whila  tbla  luftaacion  baa  ao  daubt  alraady  baan  aada,  I  ueuld  lika  :3 
pispoia  Uut  tAa  Board  eanatdar  U)a  aarita  af  a  praesica  .'arr?  ^.anna 
uaad  >BB7  vaar*  aie  uhao  ha  uaa  in  ■  poaiclga  ts  aiaeut*  aiSari  beci 
fat  euacaaata  and  for  hiaaalf:  tbae  a  a^ibat  eLaax  hii  ewn  ::a<iu 
Uvaufti  a  diffaraae  honaa  tttao  Utae  vliieii  haadlaa  hii  eaatsaat  buamaai. 
It  U  al^la  and  ralLaBla.  lUca  aeaE  a(  tha  prwsicaa  vhtci:  hava  aaaa 
eba  fnCBraa  ladaaery  uaiqua  in  taa  ftnanelal  tavaacaanc  narld. 

Afala.    WIT    vacr    baac    e>   70a    la    1 
I  af  Tom  ftm 


M 
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XT.   X>raean  M«hlMM> 
^lairswi,   Oiiemaa  Be*rd  e£  Trad* 
1«1  Mac  Jaduen  Blvd. 
Oticaqo,    IlLineia   *0«04 

Omt  Mr.   CHaizaan: 

Thla  lacsar  la  Co  axpraaa  oppoaicleo  eo  tAa  prapoaad  e^^Rf•* 
dtul  eroding.  Our  coapany  uaaa  e&a  CSOT  so  liadga  r^aK  ;,r.  :.'i 
cuB  9Tain  cradin?  oparaeion.  Karkae  liquiditiy  and  valat^l: '. 
■ra  conaean«  factor*  in  o«tr  rtak  saaagaaanc.  ocaa;  ;ae%s;*  --' 
4ur  riBk  aanaqaaane  ara  iMiiaacy  and  IncaTTiCy  in  ou;  :3;:iea;t. 
.- . — ^^^  ^^^   dapriva  aa  ■ 


Dual  (uadLiw  has,    L!  preparly  aurvayad.    

axaeneien  ef  ocdara.      wa  bopa  Uac  eaa  CBOT 
fivlBf  tIM  Madia   aoaacalaf  of  a  rafulacary  naeuri 
in  a  ixraaponaUla   CaaMan   in  proeaecinq  Ua 


viea  oairsan  «  G=o 
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I.    9«vtaaei  Maaaay 
«    133   Ch*at:iur   Scr**^ 
Hlaaaclcm.    Zii.    aaC93 

Mr.    K>rst«n  Matiluiui 

Cbalraan 

cniease  Board  of  Trad* 

141  H.  Jaclc*«a  Blvd. 

ehie«s«,   iixinoia  aoao4  ..  — 

Oaar  tnhlaann- 

t  liBV*  r*«d  Mlth  tataraae  a«ar   Uta  paav   two  waaka   7Aa  vbi  . 
*Artll   nawapapar  covarasa  of   cn«    Cadaral   iav«*ci9«cleii  «f 
allagad  Ispropar   trada  praetleaa  at  eba  CUeaga   Board  of   Zradt 
Tbm  vsrlona   artlelaa.    pareleolarlr  ttioaa  of   tlia  Chiea$a   ?rlbimr 
onfortunatalj  raad  aa   a  ladle^—nt  ot  aav  oalr  tha  aasaarsaip  <'■ 
tbm  Board  of   Trada  aa   a  wnala  but   tlia   fururaa  nartcaca    In  ;anar^.. 
TIia«a  allagatlona  and   insnandoaa  ballo   th«   long  hlitory  a! 
sorvloa  vblcli  Cururao  aarlaata   tiava  prevldad   far  agrieulfjra  tin. 
ochar  aacvara  af  .t&a   D.S.    aconoay.      IX  la   inconealvabla   TO    t.'ilr^it 
tilac    tha  poaalblllcy  of  wroag^aitv  on  tba  part  4f   k   faw   paoplt 
lapliaa  a  eendaanatioa  of  an  antlro   Indaatry  and  Its  aaaBaTa. 

Aaida   fraa   tha    Intaoaltr  a<   ^^*   trial   by  praaa    I   aa 
axtraaaly  concarnad   about  tea   peaalblXley  of  audi   rala   ehan?aa  ■■■ 
tha  proKlbleioa  of  dual    grading.      Tbla  littla  undaratoad  pracT^fi 
proBotaa  haaltny  eoapatltlon  la   tba  aaskat  and  allmn   brolcars   ;£a 
tlaxlbllltr  of  obtaining  ttia  baal   axacutlaa  of   ardara   antaring 
tha  aarkat.      Prohibiting  dual   trading  woald  .lUcaly  rasait   la   lasi 
eoapacltlos,    tha   raducad  qualltv  of   axaentlon  and  highar 
brokaraga   rata*.       Thm   Board   of"  Trada   aaa    fosctlanad   afflclantly 
and   CalthfuXly    for   aaay   ava   tOaa    100    yaara    and    tharafara    to 
oAanga   tOa  nlaa   aa  a  raatut  of  wtiat  aaaaa   ta   ba   a  nawepapar 
taapalgn   on    tka   part   ot    an  aaaltleiia   politician    In    tha    paraoa  af 
tha  tadar«I  proaacntor  «ouad  not  b*  kaaplng  faith  Mltl 
ladnBt=7  or  tha  poelie  ,-■——- 


Slncaraly, 
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REIFF 

GRAIN  &  FEED 


•OST  CrWCI  MX  ttl  B^-J 

'AlflPIIUO.  IQWA  U3W  *ra^-C 


L>^is«e  !:;-,ncn.    :.j«-:i 


■n^iM^ 


cibv  Google 


♦ 

MmrnsHi  LVTUNAnoNAi.  coivoiunoN 


Ski  !ci.  Ctumini 

«nv*«*4  uuBfu  H(*r«ut  «iul  ci*4tat-  If  ic  u  etw  Ibche 
foard  •(  DUMIH*  »  nac  aac  aaultsi  la  t!ia  »tu.  Mas  4*1 
lAta  tsal  Ma^lBf  ml  ue  Hhlan  eSat  (oal. 

B*  kallava  c!ut  It  la  tAa  (uataMT  caac  vtll  Hf'ai  ll  < 

a**a(lallr  vltA  tpiaaaa.     na  fact  tSac  acnlMra  hUL  ui  »•  a 


'\/y^£k^af//> 


cibv  Google 


OES  MOCNIS  OaAIN  CO.  -        riS  03  ':3S 

CaA  Gnat  Mtieaanm 

;«i  I.  U:^ 


m.  xiittan  Haniatnn 

141  Mit  .-leman   Blvd. 

niciqa,      IlILnati     tottt 

0**t  HE.   C)i«tEM4n: 


Mt    Btlt*v«     ena    eoie     a!  m-- 

111  (it  txeod  iny  jncf.vti  '.it! 
trim  Bu«iiac  Ciadaa  ai  otnai  seobIcbw  ti;;nlLinet£  4u::->t  : 
Invasct4«eian.  wa     taly    aaaviiy     an     tut  CM?  fai   ::»!/  :. 

((•nieae   in  aut  aaieMndlalnf  aeslvlcial. 

pagpla,  (act)  ■■  oaiaalvai,  uHa  ■!•  nac  etiart  ta  ::*dt  : 
awn  aiaaia  laty  an  en*  tntt^cUy  at  tna  Btaiatif*  !l:a  •#  < 
aslnq  ind  luva  ma  (eilley  ta  enanqa  tlCM  It  wa  faal  aui  "ilt 
Jte   Rat      Balnf  nandlad      $iaB*Ely.      Man   oa   placa   a    *:i«;<a:'    "' 

iM  gndaiacand   EHa   clalii    in   jlaelnf   enat   aidai.      11  va   uai*    jria; 

>[•  jaylnq  ena  eaaalatan   :a  ;at!aca  ztiti   ijnezl'an. 

nac     ba      punlanad      tat     snae     appaai*      ea      Ba      cna      ae::ani      :t 


E  baan  adaqiucaly  l 


35-216  0-90-9 


cibv  Google 


COMMODITY  TR.\DERS,  IN 


*uuU   ■■   7*B<llI< 
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"^p^' .., 


U4«141tT  ui  ■»»»■■«  nitbll  UM  •*»•! 


li^ 
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OCINCY  cja^rv  COMPASt 


Mr.    lartcao   Mablaann,    Chalraao    at   th*   laard 

Mr.    Tbeaaa    R.    Donavaa,    Praatdaat 
Chieato   laard   at  Trad* 
141   Hast    Jackaaa   llvd. 
Chieafo,     l\.    80804 

Daar   Haaara.    Mablaaon    and    Danavaa: 

Ouiaey  Serbaan  C<>.  ia  a  aerbaaa  praeaaaor  aad  iaeidaoti 
■•■bar  fira  at  tli*  C&ieaia  Board  af  Trada.  Wa  aaplay  : 
rapreaaat>tl*aa    aa    tradara   ao    tba    tlqor   at   tb«  axeaanii 

h*d|ia(   purpaaaa    la    oui 


aeciona  at  ;ba  laard  af  Ti 
^aaiekr  raaeEioo  to  publli 
cbariaa    br    eba   praia    aod  < 


iB(lr    idaaatib    cba    axebi 
.aaa    tha:    uouLd    raaul: 


II    •ffvetivalr.       Aa    ■   aaaba 
faeillCiaa    asEao*i*aLr.     ><■ 
>(a    laadarship    (0    aioid    praaat 


■    SOTIUJf   CO. 
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SOUTH  AMEaiCV*  SOIL  MOISTURE 


cibv  Google 


Opportunities. . . 


^iiiMrtiii  iiTu-  II . 


F., 


fcASH-»T;B^«i 


»  Tka  riK  ^a  IH  t  •  ■■ 


cibv  Google 
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CORPOfUnON 


tw^M^aia  I     «mi«w>>r— aiafcfjiqMdjiMiiiwlna 


/^i-^^  /«- 


B  B.Google 


Oaaa  AoeoA 


3ur  Hr.  .latOsMa. 

t  vtica  u  jaa  uieh  nsa  «as 
eadlBt"  aa  tb*  CSOT. 

I  bdlaTB  chae  Kcii  >  sa*a  ia 
dat  Om  arlB'inra  of  Clj  >ricaa  haa  lad  ts  abax 
acSMT  Bcaaa.  OnHavlst  Isal  emdtnf  vaaU  hara  e 

I)  UqaUiej  uonU  ba  ^aopardlsa^  71d9  vooli  -mr^—-^.-'j  applT 

ta  la«k  soBrii  n^«j*ii-y    Brokan  vgnU  no  loagar  ba  aUa  es  uspau  v^s^  lee*;'- 
la  A«  aantfaD  a£  icfaxrad  ipnula  (tiiay  vouU  ba  prshaUud  £raa   uidat  su 


3  vane  u  baeasa  locals  I  baBxra  Uat  Ui  uonU  ap^7  ta  —a   aaie  -  : :  .  : 
Mcaod-Stf  bnkan  or  >  Utbv  to^karaia  nea  c^jti*^  ^r  ^^  >*=ar  "irsittsa, 

I  hara  b«>a  gadtni  caaii  pxiss  or  psia  5.:=s«  u  ■  fsA  rsa 

gceaygaa  dasa  19TS.  I  hava  vaBud  f^  tvo  ^sa  «rygan  (Caas^sasnl  S«ss 
asd  Laola  Qrar^Hj  wid  I  aa  ■  n—iTy  a  CTl.  I  ba&ara  Cue  inal  BaAss  anUaeli 
"  '  k  I7al^  ti:a  C3aT  U  MKiu«r. 

■  ■•Ilotatad  1=  •=-' 


J^^fi/'./Zc_ 


B  B.Google 


\j2zia^£pnzt  rSecuzitUi.  ^-isup. 


cibv  Google 


Deerfield'Farms 


Oilcago  Board  of  Trad* 
U1W.  Jackam.   6Ui  Floor 
Chicago,  IL  60604 

Dear  Mr.  Mahtmann 

I  hav*  rttcantly  bttn  mad*  aware  or  setn*  dtseussldn  within 
tlw  CBOT  organtzatton  pcrtatntng  to  Uia  atttllty  or  the  riaor 
brokan  to  trade  Dually,  for  parsanal  sa  wall  aa  cuatomtr 
accounts  atmultamousrr. 

Speaking  tnra  tfi*  pcrstwcttve  or  Industry  (gratn)  and 
brokarag*  (rermerly  AP,  cirrcnt  CTA),  I  don't  tfttnk  It  would  B* 
b*n*rtcta1  to  anyon*  to  ellmtnate  the  tttllty  of  Drokirs  to  Dual 
trad*.  Liquidity  la  one  thing  that  has  made  the  CSOT  emctcnt 
and  a  gr«at  market  alace  for  all  concerns,   eliminating  Dual 
trading  may  aeverely  affact  the  kind  or  liquidity  that  has 
enabled  th*  CBOT  to  serv*  commercial  and  puDhc  conctrns  with 
th*  quality  that  It  Is  known  Tor.   This  ta  not.  In  my  opinion,  an 
alius*  or  th*  marxetplac*. 

I  want  Co  also  compltraant  you  for  the  good  Job  In  regulating 
the  activities  an  Cha  Haor  thus  tar  and  I'm  sire  that  your 
daclslons  will  insure  »  •rrictent,  fair  market  place  for  years 


3incar*iy. 


Oram  riercnandlsar,  CTA 


ec  White  Cammarcial  Corn. 
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unuaTiTi  kuot  Htemnm*  rom  ugnzsxrr 

r  trading  9r*atly  anhanc**  th*  liquidity  of  futur«s 
lisizai  tna  bid/aslc  apraad  and  lowars  tranaaction  coaca 
ig  CO  anaura  that  U.S.  futura*  sarkata  continua  to  dominat 
jrld'a  futuraa  induatry.  Brokar  trading  raatrictiona  woul 
>  ttiia  liquidity  craaeinq  qraatar  coata  for  all  tradara  ar 
capping  Uia  ability  oC  u.S  marttata  to  coapata 

claarly  idantifiabla  coaca  on  tlia  aarkat  for  banatlta  that  ara 

Tha  CFTC  lattar  of  Marcfi  «,  19S9  auqgaatad  that  QChar  trading 
inecnanj.aBa  may  conpanaata  far  Cha  liquidity  loat  with  brolcar 
trading  raatrictiona.   Spacif ically,  (our  trading  aachaniana  w« 
auggaatad  in  tha  lattar  aa  aubatitutaa  for  brokar  trading  — 
narkat  aakara,  aunahina  trading  and  larga  and  aBall  ordar  tradi 
axacutlon  procaduraa.   In  faet,  Uiaaa  othar  aaehaniaaa  ara  not 
L  Cer  breicar  trading  for  r«a*ons  diseuasad  balew. 


A  narlcatiiiaking  ayataa  craataa  a  apacial  catagory  of  floor 
participant  wlUi  particular  raaponaibility  for  anauring  an  activa 
narkat  ia  aaintalnad  for  a  coaaodity.   Thia  raaponaibility  usually 
raquiras  that  a  tvo-vay  aarkat  ba  offarad  within  a  aaxiaua  prica 
apraad  up  to  a  aaxiaua  ordar  alia.   In  ratum  for  thia 
raaponaibility,  a  aat  ot  structurad  incantivaa  ia  put  into  placa. 
Thasa  incantivaa  ara  daalgnad  to  coapanaata  tha  aarkatnakara  tor 
tha  provision  of  liquidity  aarvicas 

In  tha  prasanca  et  brokar  trading,  a  markatsakar  has  an  additional 

aourca  of  Incoaa;  i.a. .  brokaraqa,  to  aupplaoant  tha  incaaa 
ganaratad  froa  aarkataaklng.   In  tha  abaanca  of  brokar  trading, 

lakinq  would  hava  to  ba  highar  t" 


induca  a  party  to  provida  liquidity  aarv: 
danand  tor  aarkataaking.  with  and  without.  _. 
incraaaad  Incoaa  can  only  coaa  froB  an  anhancad 
prograa.   Thaaa  financial  incantivaa  to  provida 

liquidity  aarvicaa  will  raisa  tha  ovaral"  

aarkat  via  naw  faaa  or  franchiaad  nonopo 
cuatomars  Icoaaarcial  firaa  will^a  pay 
aarvica  •  liquidity  -  that  was  availabla 
ragima  at  a  lowar  cost.  Tha  additional 
induca  additional  liquidity  aarvicaa  uni 
conatituta  ■  daad  waight  coat  to  aociat^ 
banatlt.  Furtharaora,  it  is  doubtful  thi 
aarkat  a  aingla  aarkataakar  could  aubat. 
providad  by  coapatitiva  aultipla  brokar 


Civan  aqulvalant 
brokar  trading. 


undar  Uia  brokar  trading 
ncantivas  raquirad  to 

.  no  offaattlng 
I  a  rapidly  aoving 
for  tha  liquidity 


Sinca  it  is  coasarcial  flras  who  put  valu*  on  liquidity  aervlcsa 
it  ahould  ba  thair  provincs  to  dataraina  tha  Bost  affactiva  aarkat 
atnictura  for  dalivarinq  thosa  aarvicaa.   undar  a  brokar  trading 
raqiaa  conaarcial  firaa  hava  tha  diacratlon  to  axacuta  thalr 
ordars  through  a  brokar  who  only  fills  ordars  or  a  brokar  who  alac 
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trad**  Cor  hi*  own  account,   obviously  ■  tirw   will  asak  th« 
individual  who  provid**  tb«  b**t  "tills"  and  a  brotcar  Crad«r  who 
consistantly  provldeB  inf«riar  aarvlc*  will  loa*  businasa  in  tha 
coDpatltive  anviroiUiant.   Thu*,  In  tha  broker  trading  ragisa  a 
laval  of  aarkec  disciplina  axiats  that  can  only  ba  crastad  in  a 
narkaunakar  syatan  vithout  brokar  trading  by  isolating  aarlMt 
rola*  and  forcing  a  highar  coat. 

aunahina  Trading 

Sunahina  trading  i*  a  trading  practica  which  involva*  praarrangad 

-trading  and  thu>  la  currantly  illegal  at  Uia  Exchangaa. 
Proponents  o(  sunshin*  trading  claim  that  it*  introduction  would 
work  to  raduca  tha  "liquidity  eoata"  faced  by  comnercials  iii  their 
execution  of  orders  on  the  floor.   Scalpers  would  be  coapensateij 
for  the  sarvicaa  they  provida  to  the  narkct,  prinarily  the  fact 
that  they  atand  ready  to  either  add  iir  deplete  their  inventories 
in  order  to  take  the  opposite  side  of  ordera  entering  the  pit.  Th«. 
aize  of  tha  bid/ask  spread  ia  a  function  of  tha  compensation 
required  to  assume  this  role.   Formally  stated,  scalpers  set  their 
bid/ask  spread  equal  to  thalr  expected  revenue  from  liquidity 
seeking  traders  ninus  their  expected  loss  from  informed  trader*. 

Informed  traders  have  proprietary  information  exclusive  to  them 
end  take  pqsittons  according  to  tha  inalght  they  gain  from  it. 
■niesa  "informed  traders"  impose  losses  on  scalpers  who  Btand  ready 
to  take  the  other  aide  ol  an  "informed"  trader's  order  but  are  not 
privy  to  hia  store  of  information   Thu*  to  protect  themselvea 
against  these  sorts  of  lo**es  to  'informed"  trader*,  scalper* 
raise  their  bid/ask  spread  to  companaate  Cor  losses  on  trades. 

Sunshine  trading  would  purportedly  reduce  tha  risk  to  scalpers  of 
taking  the  apposite  side  of  certain  trades  and  hence  reduce  the 
premium  on  the  bid/ssX  spread  due  to  this  precautionary  behavior. 
The  preannouncement  of  a  trade  is  alleged  to  reduce  uncertainty  by 
indicating  a  trade  is  not  based  on  exclusive  information  but  on 
the  individual's  financial  requirements  or  general  market 
conditions   Therefore,  the  expected  loss  from  lack  of  information 
should  be  zefo   with  the  reduction  of  information  risk  a  scalper 
should  be  able  to  quote  a  swallar  bid/ask  spread  without  changing 
return  expectationc- 

Sunshln*  trading  is  also  designed  to  Core*  the  reduction  of  tha 

bid/ask  spread  by  increasing  competition  and  volmi*.  Knowledge  of 
the  coming  trade  is  supposed  to  increase  competition  by  attracting 
additional  scalpers  to  tha  floor  and  commercials  willing  to  place 
market  orders  oii  the  opposite  side  of  the  market  at  the  same 
time.  VolUB*  is  to  increase  as  scalpers  establish  inventories  to 
offset  against  the  pre-announced  trade.  The  increased  volume  and 
coepatitian  are  designed  to  enhance  liquidity  on  the  floor, 
narrowing  tha  bid/ask  spread. 

In  the  short  run  sunshine  trading  would  b*  expected  to  marginally 
increase  commercial  volume,  but  to  lead  to  a  reduction  in 
speculative  activity,  especially  scalping.   The  overall  net  effect 
on  exchange  activity  would  be  a  reduction  in  exchange  volume 
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Ovar  tn«  lenq  run  tha  Birjration  of  aealpArs  froB  tuturas  markats 
is  inaviEabla  In  tha  faca  -of  thaaa  lewar  avarmga  ratuma. 
scalpao,  lika  any  athar  aconoBic  aqanta  would  aaak  out  a  hiqhar 
raturn  for  thalr  capital.   In  tha  faca  ot   lowar  raturn*,  acalpara 
would  laava  tlia  aarkat  until  tha  point  at  whicb  tha  constriction 
in  liquidity  aarvicaa  one*  again  raiaaa  tha  raturn  acalpars  obtain 
back  to  a  conpatitlva  iaval.   Tranaacciona  coats  would  rlaa  (or 
all  tradars  thus  raducing  tha  infomational  afficiancy  or  futura* 

AS  advocatas  tor  sunahina  trading  vould  probably  adalt,  this 
trading  nachanisa  la  not  daslgnad  to  craata  i   ganaral  incraaaa  in 
aarkat  liquidity.   Instaad,  aunstilns  trading  is  daaignad  to 
addraas  only  ona  typa  of  trad*  tha  supposadly  infomatlonlass 
larga  trad*  that  could  arisa  in  tha  contact  of  proqraK  trading.  ,, 
Tha  aarits  of  sunshina  trading  aaida,  sunshina  trading  is  not  a 
Bubstltuta  for  brokar  trading  and  vould  not  coapansata  tor 
licpildlty  lost  undar  brokar  trading  raatrlctlons. 

t#rga  Qrdar  Maeution  «T«taaa 

Larga  ordar  axacution  systaas,  conaonly  known  as  "block  trading' 
davalopad  dua  to  a  patcaptlon  of  inaufficlant  liquidity  in 
■•curity  aarkats.   Lika  sunshina  trading,  block  trading  involvas 
praarrangaaant  and  is  illagal  at  tha  Exchangaa.   Tha  sacurltlai 
aarkata  davalopad  an  altarnatlva  systaa  for  trading  blocks  rathar 
than  uaa  spacialist  axacution  on  tha  floor.   Block  tradas  ara 
pra-arrangad  off  tha  floor  batwaan  a  buyar  and  aallar  through  a 
brokar.   kll  tsras  including  prica  ara  sat  whan  tha  transaction  is 
' takan  to  tha  floor  for  its  anacution  and  da  facto  announcaaant. 
It  .is  argu«d  that  pra-arranganant  is  nacassary  dua  to  tha  lack  of 
liquidity  on  tha  floor. 

It  should  ba  noted  that  prica  affaets  troa  block  tradas  hav«  baan 
idantlflad.  flMsa  affacta  occur  aftac  tha  trada  rathar  than  with 
tha  trada  tharatora,  raducing  pricing  afficiancy  in  thasa 
aarkats   Taaporary  affacta  on  prica  froa  sallar-initlatad 
transactions  and  paraanant  prica  affacts  froa  buyar- in it la tad 
transactions  hava  baan  attrlbutad  to  tha  danand  tor  liquidity  and 
to  tha  aaarganca  of  naw  inforaatlon. 

It  has  baan  aasartad  that  an  •conoatc  naad  axists  tor  block 
trading  of  futuraa  contracts  av«n  with  brokar  trading.   Tha  dasira 
for  such  trading  prasuaably  originatas  troa  sacuritlas  aarkst 
participants.!/  Carcainly  a  trada  that  Is  too  larga  for  axacution 
in  tha  currant  bid/ask  apraad  could  ba  rsadily  anvisionad.   Tha 

1/  Apparently  traditional  aarkat  usars  such  as  grain  coapaniss, 
nave  found  tha  currant  trading  aathed  adaquata  to  aaat  thair 
naeds   This  aay  ratlact  incraaaad  sophistication  by 
traditional  usars  or  diffarancaa  in  cash  aarkaC  axpariancas. 
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difficulty  wich  auch   trading  is  raadily  apparant  and  is  ttl*  basis 
for  its  illagality.   with  pra-srrangad  trad*! .  information  is  not 
incorporaCsd  into  th«  csntrsl  aarlcatplBC*  in  futuras  markat  via 
bids  and  oftara  on  tha  floor  in  tha  axacution  of  such  trades. 
Inataad,  tha  price  rasponsa  is  dalaycd  with  pricaa  adjusting  only 
art«r  tha  trada  is  axacutAd.   Tha  nat  affect  of  such  tradincf  is  a 
lass  afficiant  pricing  machanisa,  tha  lo*a  of  prica  tranaparancy 
and  a  reduction  in  tha  af factivenas*  of  futures  prices  tor 
price-basinq  and  risk-shifting  (since  futures  prices  contain  lass 
infomation) . 

Block  trading  would  enable  the  exacution  of  large  trades  in  a 
single  fill.   Some  firms  may  find  this  4asliBbl«  dasplta  the  fact 
that  tha  slngla  price  may  not  be  tha  bast  price  for  tha  order. 
Such  a   system  would  displace  some  of  the  liquidity  lost  via  dual 
trading  teatrictians;  howavar,  its  coat  would  be  a  loss  of  pricing 
efficiency  far  all  market  users  and  it  vould  not  address  ganeral 
liquidity  naads  for  wall  and  Badiua  sis*  orders. 

gna^l  order  Btacutlon  STstea 

Host  automated  sMall  ordar  execution  systCBS  axist  only  in  tha 

context  of  a  larger,  non-automated  auction  aarkat.   These  aaall 
order  execution  systeas  provide  an  auxiliary  Market  function  -  tha 
execution  of  small  orders  -  and  do  not  have  tha  capacity  to 
perform  exchange  functions  «n  a  stand  alone  basis.   Saall  order 
execution  systems  uaa  a  market  price  -  obtained  in  the  larger 
auction  market  -  as  a  refaranca  prica  with  which  to  axeeuta  orders 
against  the  account*  of  participating  market  makers.   Skall  otder 
systems  are  essentially  passive  systems  -  there  is  no  capacity 
within  the  system  to  alter  the  price  in  t^e^ponae  to  change  in  the 
flow  of  (small)  orders.   The  working  assumption  in  the 
incorporation  of  any  small  order  systen  is  that  tha  econoalc 
weight"  of  such  small  orders  will  never  be  substantial  enough  to 
significantly  affect  the  current  narkat  price,  and  that  In  the 
aggregate  most  saall  orders  to  buy  are  offset  by  snail  orders  to 
sell.   In  essence,  exchange  officials  have  determined  that  the 
transactions  cost  of  executing  these  small  orders  in  the  central 
auction  marketplace  will  outweigh  any  sinuscula  effect  on  price 
these  orders  would  have   Ultimately,  all  small  order  systems, 
whether  automated  ot  not,  aust  b*  passive  derivative  systaas  that 
obtain. the  execution  price  for  small  orders  from  the  aain  auction 

Tba  introduction  of  a  aaall  order  execution  systea  into  a 
pre-existing  auction  aarket  would  ogt  effectively  change  Cha 
amount  of  speculative  capital  required  to  maintain  the  same  degree 
of  liquidity  in  the  pit.   The  level  of  capital  necessary  to 
support  marketmaking  activity  would  reaain  the  saae  whether  •mail 
orders  are  matched  in  the  pit,  or  assigned  passively  through  an 
automated  execution  system   What  is  crucial,  however,  is  that  a 
trader  who  igtees  to  match  order  on  an  aiteoution  system  must  have 
access  to  the  trading  pit  to  hedge  the  exposure  of  his  accumulated 
positions.   If  traders  were  prohibited  from  simultaneously 
executing  orders  in  the  pit,  there  would  be  a  significant  Increase 
in  exposure  and  a  consaquent  reduction  in  participation  in  the 


B  B.Google 


■Kail  ardar  aystaas.  Tha  rasults  would  ba  a  draaatlc  loaa  in 
liquidity  for  BBall  ordar»,  obvitting  Eha  vary  raason  for  tha 
introduction  at   a  anall  ordar  aiacution  lyatan  In  tha  fir«e 
plica.   Saall  ordara  would  than  raturn  to  tha  floor  with  tha 
IncuBBanc  daad  waight  loaa  in  tranaactiona  coata  froB  floor 
conqaation  i«poaad  on  all  tranaactiona. 

Thus,  thaaa  trading  aachanisaa  ara  daaignad  to  addraaa  apacific 
trada  axacucion  naada  that  hava  ariaan  In  tha  cantam,  of  Cha 
currant  brokar  trading  ayataa.   Thaaa  four  aachanisBa  hava 
davalopad  in  tha  aacuritiaa  aarkat*.  Tha  liquidity  in  thaaa 
markata,  whathar  caah  govarnnant  aacuritiaa  or  aqulclaa,  conas 
primarily  froa  upstairs  trading  batvaan  brokar  daalars;  i.a.. 
brokar  tradars. 

Moraovar.  it  is  laportant  to  racoqniia  that  two  of  thaaa 
aachanisaa  —  aunahina  trading  and  block  trading  —  ara  currantly 
lllagal  in  futuras  aarkata  owing  to  tha  praarrangaaant  of  trading., 
vhlch  tnay  raqulra  and  tha  longstanding  objaction  In  Cuturaa 
aarkata  agslnat  praarrangaaant  aa  a  sourca  of  abuaaa  and  raducad 
coapatitlon.   If  praarrangaaant  of  tradaa,  and  hanca  aunahina  and 
block  trading,  uara  lagalizad  in  tha  intarast  of  proDoting 
liquidity,  tha  upstaira  brokar  tradara  would  ba  tha  principal 
usars  of  thaaa  aachaniaas  aa  thay  ara  in  aacuritiaa  Darketa. 
Sunahina  and  block  trading  would  ba  dona  to  axacuta  propriatary 
tradaa,  cuatoaar  tradaa  or  a  coablnation  of  both.   Houavar,  aa 
Chi*  praarrangad  brokar  trading  activity  [aunahina  trading  and 
block  trading)  would  ba  carriad  out  upstairs  rathar  than  opanly  en 
tha  floor  of  tha  Exchangaa,  a  aora  difficult  surveillanca 
challanga  would  b«  craatad.   Inataad  of  opan  brokar  trading  in  a 
pit,  thara  vould  ba  'hiddan'  upataira  brokar  trading.   Tha 
aacuritiaa  induatry  haa  not  davalopad  any  aurvaillanca  struetura 
for  upstairs  brokar  daalara  {brokar  tradara)  comparabla  to  tha 
aurvaillanca  atructura  already  in  placa  for  opan  brokar  tradar 
daalinga  in  futuraa  axchangaa. 

In  concluaion,  non*  of  CiMsa  systaas  ara  dastgnad  to  substitute 
for  tha  liquidity  of  tarakar  trading.  In  tact  th«y  ara  part  of  a 
■acuritias  aarkat  struetura  wtiara  brokar  trading  is  not  only  tha 
kay  to  liquidity  but  also  hidden  in  an  upstairs  aarkat  that  Is  far 
las*  ragulatad. 
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®   Chicago  Board  of  Trac '  .■ 


Juna  1,    l»» 


Na.   Jindraa  Corcoran 

Comaodlty  ruturaa  Trading  coaBiaaion 

1031  K  straat,   H.w. 

Uaahington,  B.C.  309*1 


Enclosad  ia  a  aupplaaant  Ea  tha  aq^irloal  analyala  of  brokar 
trading  which  waa  inoiudad  aa  Appandix  B  in  -Study  of  tha  Kola  ef 

Brokar  Trading  at  tha  Chicago  Board  of  Trada,  MldAaarlea  Coaaodlty 
Eltchanga  and  Chicago  Rica  and  Cotton  Excttanga,'  aubaittad  to  tha 
CFTC  on  Hay  1,  1SS9. 


Tba  auppl-aaant  axoain**  brokar  trading  at  tha  Excltangaa  ovar  a 
longar  ti>a  pariod  than  tha  aarllar  atudy  (thraa  waaks  inataad  of 
ona)  and  for  aora  contracts  (tlva  additional  CBOT  contracts  ara 
axaalnad  In  tha  aupplaaant) .  Although  thla  data  aaapla  is  atill 
•xtraasly  snail.  It  la  bascar  and  broadar  Chan  tha  nuBbars  basad 
on  only  ona  waaK  of  data.  Cai-cainly  aora  atudy  la  naadad  to 
datatNina  wtoathar  ditCarancaa  in  cc^Mdltiaa  or  ti>a  parioda  or 
dafinltlons  of  dual  trading  ara  isportant. 

Plaasa  lat  aa  Know  if  you  hava  any  quaatlons. 


vica  Praaldant/Diraetor 
CconoBic  Analyala  and  Pla 

TCC/br 

Cneloaura 
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Thla  pap«r  ■upplcauita  tba  raparc  an  brcK«r  trading  that  tha 
Exctia»g«a  aubBittad  to  tha  CTTC  an  Nay  1.  ISIS.   It  axaalnaa 

brekar  tradar  activity  tor  a  lengar  tlaa  parlod  [thraa  waaKa 
Inataad  of  ona)  and  Cor  a  total  of  twalva  concraeta  (flva  acra 
CBOT  contracta  than  vara  axaalnad  in  th«  original  raport; . 

Thii  analyala  ratntorcaa  our  original  eoneluaians  that  brekar 
tradara  account  for  a  larga  portian  at  all  volusa. 


I  larqa  ahara  af  all  capital 

-  brakar  tradara  account  for  approxiaataly  ona-fourth  of  all 
-CTII  voiuaa.  i.a.,  thay  provida  apprexlHtaly  ona-fourth  e 
all  tha  apaeulatlva  capital  praaant  in  tha  aarkat. 

2.        Cuatosara  raly  on  brokar  tradara  to  axacuta  tha  aajority  of 

-  brokar  tradara  axacuta  approxiaacaly  thraa-fourcha  of  all 
cuatoaar  valiwa  in  etta  aora  acciva  concracea. 

Activity  of  brokar  tradara  varlaa  eonaidarably  troa  day  to  day. 
acraaa  coaaodltiaa  and  aeroaa  contract  axplratlan  sontha.  Tha 
coBplaxlty  of  tha  lasua  and  tha  traaandoua  variation  in  tha 
pravalanea  of  brokar  trading  call  for  furthar  raaaarcb  on  tha 
topic,  nta  Excbangaa  ara  currantly  doing  thla. 


Tha  data  daaenatrataa  that  brakar  tradara  anhanca  markat  liquidity 
and  ara  rallad  upon  to  provida  hlqb  quality  axaeutlan  of  c 
ardara. 
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BUmK  TMBtM   kVD  MUKBT   LIQUIDITT 
Supplasant   1 

B»t«   OtttI— 

Tha  Chicago  So«rd  of  Trad*,  cn«  MldAoarica  Camnodity  Exchanga  and 
tha  Chicago  Rica  and  Cotton  Exchanga  (tha  Exchangas)  submictad  a 
Joint  study  on  tha  rela  of  brolcar  trading  to  tha  Consodity  Puturar 
Trading  Coimiaaion  (Crrc)  on  May  X,  198«.  In  our  raport,  w«  notad 
that  ti*«  constraint*  had  llaitad  our  analysis  and  additional 
analysaa  would  b*  torthconing.   This  aupplamant  is  tha  first  of 
thasa  analyses. 

tn  onr  original  analysis,  va  conductad  an  aopirical  invasttgation 
of  brolcar  trading  activity  in  aavan  contracts  baaad  on  data 
collactad  for  ona  waak  in  Octobar  19B8  (***  Appandix  B  of  our 
original  subBisslon)  .   Wa  vara  conesmsd  that  this  saall  saapla 
siza  craatad  a  bias  in  our  findings t  tharaiora,  to  raduc*  this 
bias  tha  Exctaangas  hav*  axpandad  this  analysis  co  covar  thraa 
vaaks  in  tha  fourth  guartar  of  19H>   In  addition,  tha  CBOT  has 
addad  fiva  additional  contracts  to  provida  a  graatar  brsadtb  of 
market  typaa.  Plaasa  neta  that  dasplt*  this  expansion  of  our 
analysla,  tha  data  sat  is  still  a  poCantially  blasad 
raprasantation  of  tha  rela  of  brolcar  trading  ganarally  as  ths 
axanlnad  uaaks  vara  not  chosan  aC  randon  but  rathar  wara  taksn 
froB  a  ralativaly  ihort  ti»a  period.   Havarchalssa ,  wa  bellava 
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ch*B*  data  previda  a  sora  aacuraea  platura  of  tna  rala  of  bretcar 
trading  In  our  aarkata. 

Tha  Excnanqaa  ara  providing  only  an  analysla  of  trading  across 
anelra  saaalona  ae  this  Claa.   H*  shall  continua  eo  analyta  broKa; 
tradar  actlvicy  In  individual  bracKats  and  axplrationa  ovar  :r.^a 
•xpandad  data  sat  and  provide  cn*  crTC  this  analysis  in  tha  naar 
futura  as  wall  as  the  data  upon  which  this  analysia  la  baaad. 

Bata  ovarii— 

Tha  Exchan^as  axaalnad  market  activity  for  three  S-day  periods  m 
tha  fourth  quarter  of  19S8  --  October  a  to  oetobar  7,  oetobar  lo 
to  October  14  and  Hovaabar  1«  t'e  Kovasbar  It.  Thasa  parioda  were 
choaen  bacauaa  ona  weak  appraximatad  the  avaraqa  fourth  quarter 
voluB*  for  tha  three  axchanqaa  coBblnad  (10/1-10/7),  ona  week  was 
the  low  voluM  week  for  the  quarter  (lO/10-lO/l*)  and  one  weak  uai 
the  hiqh  voluaa  weak  for  tha  quarter   (11/14-11/lt} . 

The  CBOT  chose  the  fellowinq  varkets  tor  axBBlnation: 

U.S.  Treasury  Send  Futuraa,   Day  session 

Soybean   Fucuras 

Com  Futures 

Tj  S     treasury  Hote  Futures,   Day  Saasien 

Vhaat   Futurea 

HNI   Index  futures 

1   000   at     Silver  Futures 

30-oay  Interest  Rata  Futures 

Thasa  contracts  represent  a  variety  of  trading  ranqas  includlnq 

tha  hiqhaat  voluae  contracts,   a  low  voluse  contract   [silver)    and  i 

naw  contract   {10-Oay  interest  rata).      Furtharsora,   they  provide 
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tha  aBlXlty  to  concrase  acelvlty  In 
and  aquity-baaad  futuras  eoncraccs. 


For  it*  analysis  tha  MACE  cboaa: 

U.S.  Traasury  tend  Futuraa 
Wbaat  Puturaa 
Oautacha  Mark  Puturaa 

Thaaa  concraeta  rapraaane  high,  avara^a  and  low  voluna  concricta 

at  tha  HACZ. 

Finally,  OtCE  la  aubBltClng  Its  on«  contract  —  Reugh  Rica 
Futuraa.   Tabl*  1  snova  Uia  voltiaa  axnlblc«d  by  aach  contract  on 
th*  axaalnad  daya,  avaraga  veluna  tor  aach  contract  and  tha  waaicl 
velwM  for  all  contract*  coabinad. 

aata  *aal-nia 

For  aaeh  trading  sasslon,  all  tradars  vara  Idsntltlad  baaad  on  tha 
CFTC's  datlnltion;  that  la,  a  tradar  was  Idantlfiad  as  a  brolcar 
tradar  ir  ha  axacutad  a  CTIl  plus  a  CTI2,  CTI3  or  CtI4  trada 
during  tha  sasslon. 1/  Basad  on  this  dafinltion  all  tradara  war* 
daflnad  as  brokar  tradara  or  othar  traders  and  thalr  activity 
aeroaa  aach  trading  sasslon  was  axaalnsd. 


V  A  CTIl  trada  is  a  trad*  Cor  ona's  own  account,  a  CTI2  trada  Is 
for  B  clasrinq  ssnbar's  housa  account,  a  CTI3  la  ■  trada  for 
anottur  mamCar  on  tha  floor,  or  an  account  controllad  by  such 
schac  oagibsr  and  a  CTI4  la  a  trada  tor  any  othar  typa  of 
custoaar. 


B  B.Google 


t  mmv 

!J5 

s 

1  IIIISSM 

?!= 

I 

1  1111115' 

u; 

S 

1  IlliP?' 

>i! 

* 

1  IIHIH' 

ss: 

s 

i  lllilil^ 

MS 

3 

i  1111^5= 

|U 

X 

1 

1  |I|IH=' 

in 

> 

i  ilHl'l' 

ni 

s 

i  lllll!?^ 

|!J 

s 

1  uimi' 

n« 

s 

1  ftlH^S* 

«j« 

"T 

1 

1  |i|ii?P 

l?= 

- 

i  fllllM' 

!!5 

n 

i  IIIIIM- 

1" 

1 

i  IIIIIH' 

|U 

X 

I  \h  hil 

111 

i 
1 

1 
1 

B  B.Google 


An  ov*rvi«w  of  tha  ralaClanshtp  of  tn*  brolcar  cradcr  to  th«  marXat 
ia  provided  by  Tabla  2 .   Thia  tabla  ahowa  the  Avccaqa  of  broker 
trader  activity  over  all  ttia  axaslnad  trading  aaaaiona  combined 
plus  the  naxiBun  and  ninlDun  daily  valuea  for  each  variable. 2/ 

£BQI-   Tor  the  n«at  actlva  CBOT  contracta  broker  trader* 
represented  an  averaqe  of  20%  to  271  of  the  tradara  executing 
tradea  during  a  trading  seaaion.   The  T-Nota  and  silver  contracts 
stood  at  14. at  and  ifi.lt,  respectivaly.  The  highest  concanCration 
of  broker  traders  vas  found  In  the  vhaac  contract  with  27. St  oC 
tha  tradera  being  broker  traders.   In  contrast,  broker  traders 
constituted  tha  smallest  percentage  of  traders  in  the  MMI  (10. Tt) 
and  30-Day  intsrest  rata  (9.7t)  futures  contracts.   In  most 
contracts  there  was  less  than  a  la  percentage  point  range  between 
the  maxinua  and  nininua  daily  value.   A  Larger  variation  was 


'  Qaily  values  were  weighted  by  tha  proportion  of  volume  lor  all 
three  weeks  accounted  for  by  a  particular  day  in  the 
calculation  of  these  averages.   These  averages  represent 
the  ratio  of  broker  trader  activity  to  all  trader  activity  for 
the  three  weeks. 
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MARKET  COKPOSmON  OVEX  THE  THREE  CLUONED  WEEKS 


M.T««1 

M.T.CT11/ 

«M.Ctli/ 

ucni 

KS-TICT1Z3.4/ 

U>W  1  ««M>  1  lOgUlr. 

mtm. 

amiitn 

««« 

25.aai.l  Sl.2/39.1    S0.4MI.5      MOTT  S        25^f5.0 
3B.»  42.1  4U  2S.4  l«J 

3imit.3  44.taTe  ^2.7135.3   M.oao.9     12.9114.0 


303012  5A3M«a  S1M4%2     3X4i1T.T 


19-SI1Z4  42.1/27.0  ^tLT/aOLl      9&ML4 


3ZS/3ZS  U3/34  r  SS.4/93.1     3».1/1$.3       S4.0f31.2 


r44«9    34.«>«4  3T.0I1*.7      11313.9 


3a.7m.9     74.014.3     BJ.3I5S       W3/f.t 


>aais.s  ssuni-j  44jt30.s  '  aoaiiiT 


11.1113     4t.Sm.4     40.614  9        70.91X4 


279aj  sa.sii9J  ST.a/14.4 


tT.SAe    M.MIO     S&tAO       9r2J0.0 
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•)cp*rianc*d  on  a  dally  baai*  in  cba  lowar  wolus*  contracts.!/  For 
•xanpla,  ailvar  snowad  variatian  froa  5.1%  to  IS. 7%. 

BroKar  traders  account  for  a  aubatantlal  portion  of  Ch«  teada  and 
volu**  in  th«  CBOT  contraeta.  ovar  tha  antira  period,  urokar 
tradara  axaeutad  about  3S%  «o  601  of  all  tradas  and  veluna  in 
nost  of  tha  eontracCs.  Avacaga  trad*  compoaition  varlad  fros  a 
high  of  63.9%  in  unaat  to  a  low  of  23.0%  in  tha  30-day  intaraat 
raca  centracc. 

JLvaraga  voluna  from  brokar  tradara  varlad  fros  61.0%  in  whaat  to 
24.6%  in  tha  30-day  intaraat  rat*  contract,   silvar  again  snowad 
-tlM  grMtasC  daily  variation  ranging  fros  4.3%  to  74.0%  in  tradaa 
by  brekar  traders  and  !.2%  to  31.3*  in  volume.  These  data 
Indicate  that  broker  tradara  are  extreaaly  important  traders  in 
tha  CBOT  contracts. 


As  would  be  ai^aeted,  veluae  axbibita  tha  sajor  role  c 

traders  vhen  exaalned  on  the  basis  of  CTI  codes.  Broker  traders. 


1/  Due  to  the  use  of  parcancaqas,  wider  swings  are  axttlbltad  in 
tha  lower  voluae  contracts  with  fewer  traders.   For  exaapla,  a 
one  trader  change  in  a  lo  trader  pit  makes  for  a  suhatantial 
■wing.   The  maximus  nuabar  of  brotcar  traders  and  all  tradara  in 
tha  five  lowest  voluna  contracts  was,  as  followsi 

Contraee         Mayinuii^NumBer  Broker  .   Mavlmia  Mi.i.h»T-  >11 

Silvar 

30-day   intaraat   rata 
Macs  Htaaat 
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on  avaraqa.  prevldad  12%  ze   »«  at   th*  CTZl  voluM  in  msc 
contTtcts  axaeucad  evar  tha  ucaainad  parlod.  Ttaa  avara^a 
parcantaqa  naq»a  txam   a  lav  of  S.Ot  in  tlia  IWX  to  a  hl^h  ol  36. 6\ 
in  Hhaac.   A  ranga  of  10%  in  daily  valuaa  waa  caaaon  in  tha  aoat 
aetiva  eoncracc*.  Silvar  and  JO-day  intaraaC  rata  ihowad  tha 
^aacaat  variation  in  CTIl  eoapoaition  ranging  fro*  O.S%  to  70.6% 
and  0%  to  (0%,  raapactlvaly.  TBaaa  CTIl  tradaa  rapraaant  «ia 
■paeulativa  capital  «n  tha  floor  and  ara  tha  comaratona  of  tha 
li^idity  that  tuturaa  aarkata  previda.  Tba  aarkat  aiiara  of  than 
tradaa  bald  by  brokar  eradars  la  prima  facia  avidanca  of  thair 
integral  rola  In  tha  provision  of  futura*  narkat  liquidity. 

Brokar  trad«ra  dceinata  brokaraga  axaeution  in  tr.asa  narkata,  on 
avaraga  accounting  for  in  axeaaa  of  ••%  to  is*  of  tha  brokarad 
tradas  In  tba  largast  aarkata.  Tha  brokar  Cradar  ahara  of 
brokaraga  axacutions  (CTI3,  CTI3  and  CTI4I  rangaa  froa  a  low  of 
3B.a%  in  tha  30-day  intaraat  rata  contract  to  a  high  of  86.2%  in 
com.   Of  tba  actlva  contraeta,  brokar  tradara'  brokaraga 
axaeution  was  lowast  in  tha  MC  at  an  avaraqa  of  4S.1%. 

IU£E'  'or   tha  tttCE  T-Bond  and  wbaaC  contraeta  brokar  tradara 
rapraaantad  about  «%  of  the  tradara  axacuting  tradas  during  a 
trading  aaaaion.  Tha  hlghaat  cencantratlon  of  brokar  traders  was 
found  in  tha  D-aark  contract  with  an  avaraga  of  lt.o%  of  tha 
traders  being  brokar  tridera.   on  a  daily  basis,  variation  in  tha 
relative  percentage  of  broker  traders  was  highest  in  D-aarks 
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ranging  troa  S.3t  to  27. at.   Th*  Bininun  daily  volUM  lor  th« 
parcsnca^a  of  brokar  tradara  waa  lowaat  in  whaat  at  3. 31.1/ 

Daapita  eonatltutin?  a  snaLl  parcantaga  o£  tna  tradar  population, 
tha  brokar  tradara,  on  avaraga.  account  for  about  ana-third  of  tha 
tradaa  and  voluaa  in  tha  MACE  T-Bond  and  D-nark  contracts,   sroksr 
tradars'  aharas  of  tradaa  and  voluaa  in  tha  HACE  whaat  contract 
ara  37.3*  and  S3. 4%,  raapactivaly.   Tcada  cOBpoaition  varlad  ftt.m 
a  daily  high  of  SI. 5%  in  D-aarka  to  a  daily  low  at  6.4t  In  wh«a«.'~ 
Voluaa  conposition  varied  froa  a  daily  hi^h  of  57.8%  in  O-aarka  \t> 
a  daily  low  of  4.81  in  whaat.   Tha  low  nuabar  of  tradara  and  than 
■ubacantlal  voluna  indicate  Chat  brokar  tradara  ara  soaa  of  tha 
largaat  tradara  in  tha  KftCC  contracts. 

Voluna  conposition,  uhan  axaainad  on  tha  baala  of  CTI.  axhibits 
tha  rola  of  Scokar  tradara.   Brokar  tradara  providad  an  avaraga  ot 
11. Gt  and  28. St  of  tha  CTIl  voluna  axacutad  ovar  tha  axaninad 
pariod  in  ?-9:nd>  and  D-aarks,  raspeccively.   In  whaat.  brokar 
tradara  provided  s.fit  of  tha  CTIl  voluna.  Thla  parcantaga  showed 
■ubatantial  variability  ranging  froa  a  daily  low  of  0.9t  to  a 
daily  -high  of  19. «t  in  whaat  and  fron  a  daily  low  of  4.31  to  a 
daily  high  of  38. 3t  In  D-narks.   Broker  tradar  crZl  voluna 
exhibited  its  aaallasC  variation  in  T-Bonds  (7.4*  to  23.0*). 
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)  uKtraAMl  4af«  immim  t**»  M  »  1?.S%. 


provtdM  aa  ■i»mr*;»  of  21.lt  at  Um  CKl  T«la«a  Mmcuvwd  ewr  :.■»« 
»«Min«l  pariad:  xbac  is,  ona-fimi  aC  tM  ■p*c-jl*: :.v*  capital  an 
CBa  Clear.  Infear  czadaca  aazkai  abara  af  Waftaia9a  in  um  rica 
caaczaec  waa  eeapazaiaa.   accaoaUag  for  aaaat  as%  at  ttm  MaRarad 


Tba  ralaUvalr  aaaii  saapla  ai<a  at  axaainad  cancracta  aaKaa  it 

dlfflcalt  Co  raadily  diacam  ralacianahlpa  bacvaan  contract 
caaractariatica ,   snca  aa  avara^a  veluaa  and  undarlyiitv  eaaaiodity, 
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t   crad«r*'  activity.  Thas*  ralationatiipa  raquira  furthar 
study;  howavar,  pralininary  obsarvationa  ara  ••  follows: 

SXaZ-   Th«  highaat  valus*  CBOT  concraeta  axhlbitad  eoaparably  high 
brokar  trader  activity  with  tha  agricultural  eantracts  axhibiclng 
a  slightly  hi^har  laval  than  tha  Intarast  rata  contracts.   Whaat 
had  tha  hlghait  l«val  et  brokar  tradar  activity.   Tha  on*  contract 
axhibitlng  high  or  nedarata  voluaa  cbst  atoed  out  as  axcaptlonally 
low  in  brokar  tradar  activity  was  tha  HKI  cencract.  Our 
praaunption  Is  that  lowar  activity  in  tha  MNI  is  raflactiva  of 
aquicy-basad  tuturas  aarlcat  practicaa  whsra,  dua  to  arbrltaga 
activity,  substantial  veluaa  Is  accountad  tor  by  tradars  that 
axacutad  transactions  axelnaivaly  for  housa  accounts. _  In 
contrast,  tha  agricultural  contracts,  whara  aprsad  ralationshipa 
ara  axtraaaly  iaportant,  hava  tha  highast  laval  of  brokar  tradar 
activity. 

As  ragards  low  voluna  contracts,  sllvar  and  tha  30-day  Intarast 
rata  contract  provlda  an  intarastinq  contrast  in  tha  cosposiCion 
ot  brokar  tradar  activity.  Silvar,  which  is  a  sustalnad 
low-voluBS  contract,'  axhlbitad  considarabla  variation  in  brokar 
tradar  activity;  Tha  variation  of  brokaraga  activity  suggests  that 
tba  broker  cradars  ara  providing  the  capability  for  aaoting 
incraassB  in  brokarags  daaand. 


tha  lo-day  intarast  rata  tuturas  contract  was 
InCroducad  on  October  3  and  thus  should  be  considered  a  new 


cibv  Google 


cencrkct.   far  «  n«w  concraec,  tha  dat«  axniblt  ■ubBcancial 
v»ri«BUityi  h«w*var.  thm   proportion  at   brokar  Cradar  acelvity 
laau  CO  b«  ganarally  consiscant  acroM  total  voluaa,  CTIl  voluaa 
and  brekaraqa. 


SaSt-      no  elaar  pattam  was  saan  in  Cha  NACe  e 
voluaa  contract,  T-tands,  and  tba  low  veluaa  contract,  O-aarka, 
•xftibitad  siwiil-.T   pattam*  of  brekar  cradar  ca^»oaitlon.  whaac, 
Cha  Bodarata  voluaa  contract,  stood  out  as  an  anoaaly  aapacially- 
^.1  :i9hC  of  tho  CBOT  vbaac  contract.   This  dasarvaa  fraacar 
•xaai nation. 

gace.   Ttia  aiCZ's  rougb  riea  Is  a  low  voluaa  a^rlculcural  contract 
axhlbitlno  a  substantial  akryac  anara  by  brokar  tradara. 


Expansion  of  our  analysis  or  brekar  trading  activity  to  covar  nora 
concraets  ovar  a  longar  tiaa  psried  adds  support  to  cha  findings 
in  tha  original  raport  suksittad  by  Cha  Bxcbangas  Co  tha  CTTC. 
tmila  tbair  activity  varia*  across  days,  coaaoditias  and 
axplratioBs,  brokar  tradara  provida  apprexiaataly  ona-(ourcb  of 
Cha  spaculativa  capital  prasant  on  tba  trading  floor,  and  axacuea 
Cha  asjoricy  oC  costcaar  trmnsaetlons. 

Tlia  Excbangas  are  eonclnulng  thair  analysis  of  this  coaplax  lasua. 
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S«ntord  Bro»— Mi: 

Thank  you  for  Inviting  m*.      I  an  a  profcasor  Of  financa,  I'va 
been  a  professor  at  Princeton,  Univerlsty  of  Chicago,  Unlveralty 
of  Pennsylvania  and  Stanford  Univeraity.   I've  worked  for  the 
Board  Of  Govarnora  of  tha  Federal  Reserve. 

The  past  15  or  so  years  haa  Involved  a  study  of  futures  and 
securities  markets  with  special  attention  to  the  detecminants  of 
market  liquidity  and  price  dificovery   Hy  current  research 
involves  studying  dual  trading  as  well  as  the  mathematics  of 
transaction  cost  avoidance  in  securities  and  futures  markets. 
1  ve  worked  for  the  New  York  Stock  Exchange  Kassenbach  atudy  of 
program  trading  and  I  ve  recently  completed  the  theoretical  part 
of  my  study  of  dual  trading  for  the  Chicago  Board  of  Trade.   I'd 
like  to.  if  t  could,  summarise  the  result  of  that  pert  of  the 
study  for  you. 

Soma  of  this  is  going  to  sound,  I'm  afraid,  overly  acadeaiic,  but 

that's  where  1  come  from.   From  my  point  of  view,  dual  trading 
is  said  to  occur  when  an  entity  sometimes  trades  as  a  broker  for 
customers  and  at  ether  times,  trades  for  Its  own  account.   I 
find  that  dual  trading  is  quite  pervasive  throughout  the  United 
States  securities  and  futures  markets  aa  well  as  in  financial 
and  in  commodities  markets  throughout  the  world. 

The  pervasiveness  Of  dual  trading  Is  due  to  the  fact  that  many 
of  the  skills  and  facilities  required  to  be  a  good  broker  are 
also  necessary  tc  be  a  good  trader   Dual  trading  increases  the 
supply  of  both  brokers  and  floor  traders  because  a  dual  trader 
can  earn  income  from  two  activities  to  cover  his  cost  of 
training,  his  exchange  seat  and  -time  spent  on  the  floor.   He  has 
less  idle  time  and  facilities  where  he  can  switch  from  the 
activity  on  low  demand  to  the  activity  on  high  demand. 

I  should  Just  mention,  as  a  professor  the  notion  that  you  can 
be  spending  your  time  on  two  different  activities  and  be  a  dual 
trader  is  very  common  in  my  business  as  a  professor  of  business, 
where  we  'do  both  teaching  and  research  and  there  is  some  overlap 
between  the  skills  required  to  be  a  good  teacher  and  the  skills 
required  to  be  a  good  researcher  and  when  we  don't  spend  our 
time  teaching,  we  switch  and  do  research. 'and  sometimes  when  we 
do  research  for  too  long,  you  get  a  headache  and  yCu  prefer  to 
do  some  teaching.   So,  this  notion  that  the  skills  and  training 
that  one  has  can  be  used  for  two  activities,  la  something  that 
every  research  professor  is  familiar  with. 


B  B.Google 


PAGE  2 

Returning  to  dual  trading,  I  find  that  dual  trading  has  both  a 
direct  and  Indirect  effact  on  the  quality  of  customer  services. 
The  direct  effect  is  an  Increase  in  quality  and  quantity  of 
brokers.   The  fact  that  dual  trading  Increases  the  supply  of 
brokers  means  that  the  customer  has  more  brokers  to  choose  from 
and  at  a  lower  price    Furthermore   using  a  broker  who  Is  a  good 
trader  means  higher  quality  execution  for  -customers    The 
Indirect  benefit  of  dual  trading  derives  from  the  increase  In 
the  liquidity  of  the  market  caused  by  the  increase  In  the  number 
of  market  makers.   Parties  who  trade  for  their  Owfi   accounts  by 
buying  at  a   low  price  and  selling  at  a  high  price  serve  a 
market-making  function   Thus,  the  ability  for  an  entity  to  use 
its  facilities  for  proprietary  trading  results  In  an  Increased 
presence  of  market-makers  on  the  floor  at  times  when  their 
services  are  most  needed.   The  more  traders  standing  ready  to 
trade  make  foe  a  more  liquid  market  with  smoother  price  changes. 

In  order  to  aid  In  a  comparative  analysis  on  dual  trading,  I 
distinguished  two  types  of  dual  trading    The  first  type   called 
simultaneous  dual  trading,  occurs  when  a  firm  trades  as  a 
principal  for  its  own  account  and  an  agent  for  its  customer  in 
the  same  transaction   This  type  of  dual  trading  is  prevalent  In 
the  securities  market,  currency  and  interest  rate  Swap  market 
and  fixed-income  market   As  a  matter  of  fact,  most  member  firms 
of  the  NYSE  call  themselves  broker-dealers    Thus,  stock 
exchange  firms  sometimes  act  as  brokers   trading  for  customers 
with  brokers  and  at  other  times,  trade  both  their  house  or 
proprietary  account.   Every  major  firm  that  you've  heard  of  that 
trades  stocks,  trades  for  its  house  account  and  It  also  trades 
for  customers    But  It  does  something  even  more   these  next 

uords  are  unintelligible)  than  that.   Sonetlnes  it 

does  both  at  the  same  time  by  taking  opposite  positions  Of  a 
customer  transaction.   Crossing  a  transaction,  for  example,  on 
the  floor  of  the  NYSE,  I've  heard  it  said  today  that  specialists 
are  dual  traders  on  the  NYSE,  but  that  s  an  understatement 
Every  major  finn  that's  a  member  of  the  exchange  both  trades  for 
its  own  accounts  and  for  customers    Simultaneous  dual  trading 
does  not  take  place  in  futures  markets  in  the  sense  that  firms 
don't  simultaneously  take  the  other  side  to  their  own  customer 
trades . 

The  second  type  of  dual  trading,  which  Is  sonethlng  that  occurs 
In  our  futures  markets.  Is  what  I  call  consecutive  dual  trading, 
and  this  occurs  when  a  firm  trades  for  its  customers  as  an  agent 
and  at  other  times,  trade  for  Its  Own  account  -as  a  principal. 
But  the  firm  does  not  do  both  in  the  same  transaction. 
Consecutive  dual  trading  occurs  in  futures  markets  as  well  as  in 
all  of  the  markets  In  which  there  is  simultaneous  dual  trading. 
Dual  trading  plays  a  particularly  important  role  in  futures 
markets  as  contrasted  in  securities  markets.   The  fact  that  all 
trading  of  futures  takes  place  on  the  exchange  floor  and  that 
spread  trading  is  an  important  part  of  hedging  strategy,  make 
the  skills  of  a  trader  more  necessary  for  a  good  futures  broker. 
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Th«  InuMdiacy  r«quir«d  by  ttM  futures  markats  nakaa  liquidity 
more  tnportan-c  and  th«r«tor«  makaa  a  larger  supply  of  market 
makera  more  critical  than  It  would  be  on  a  aacurltiaa  market. 

There  are  three  types  of  bro^eraga  aervlcea  that  i  have 
Identified  that  the  custoner  needs.   The  firat  aervlce,  called 
aearch,  involvea  aaarchlng  for  the  parties  who  are  interested  in 
being  on  the  other  side  of  the  trade  that  la  the  contra  aide, 
the  contra  party  to  the  trade.   The  *econd  service   called 
timing,  involves  obtaining  and  processing  information  to 
determine  how  long  the  wait  for  the  arrival  Of  the  moat 
advantageous  contra  party  while  being  exposed  to  the  risk  of  an 
adverse  price  movement    The  third  service,  bargaining   involves 
actively  bargaining  among  available  contra  parties  to  obtain  the 
bast  price. 

A  aecurltiea  broker  can  uaa  his  skills  and  se«a  first  the 
prearranged  salea  upstairs.   Upatsira  search  Is  of tan  an 
effective  substitute  for  the  downatalrw  working  of  an  order, 
where  timing  and  bargaining  are  needed    A  futurea  broker  cannot 
prearrange  tredes  upataira.   The  brokerage  firm  cannot 
substitute  search  skills  for  trading  skills.   The  order  must  be 
worked  on  the  exchange  floor.   The  floor  broker  must  have  the 
ability  to  trade  in  auch  a  way  on  tha  floor  on  the  exchange  that 
he  brings  the  other  aide  to  the  floor  at  a  good  price  for  hia 
custoner.   Therefore  floor  trading  la  relatively  mora  Importhnt 
in  the  futures  market  than  in  tha  securities  market. 

Furthermore,  much  futures  trading  involves  apreada  where  the 
customer  wants  to  buy  and  sell  two  or  mora  contracts 
simultaneously  for  a  guaranteed  net  price    Tha  cuatomar's 
broker  can  execute  the  spread  by  trading  with  a  local  on  tha 
floor  or  the  broker  can  execute  the  Indlvlduel  legs  of  tha 
spread  consecutively  the  latter  will  be  in  the  beat  Intareat  of 
his  customer  if  the  broker  is  a  aklllsd  trader,  alnca  by  trading 
each  leg  himself,  the  broker  avolda  paying  the  locel  a  premium 
for  tha  risk  in  trading  the  apraad. 

Such  apread  trading  Is  inherently  riaky  to  a  broker  alnca  after 
he  exacutea  one  leg  of  the  spread,  hia  customer  can  hold  him  to 
a  price  for  tha  other  leg  of  the  spread,  which  the  broker  might 
find  impossible  to  achieve  if  the  price  moves  after  he  does  the 
first  leg.  This  aspect  of  futures  trades  S9  well  aS  the 
relatively  high-underlined  price  volatility  In  many  futures 
contracts  increase  the  trading  skills  burden  on  a  futures  floor 
broker  relatively  to  that  of  a  aacurlties  floor  broker. - 

Futures  trading  customers  often  have  a  high  demand  for  immadiacy 
because  they  are  trading  the  hedge  and  underlying  the  spot 
market  position.   The  fact  that  the  Immediacy  of  trade  execution 
is  extremely  importent  to  the  futures  customers   inpllea  that 
they  will  have  a  greater  demand  for  market  makers  than  will  be 
the  case  in  markets  where  the  cost  of  delayed  executions  is 
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saaller.   A  conmodlty  hadgar  b«*rs  graat  risk  It  ha  doaa  not  do 
hi«  fut:ur«9  crad«  luMdlKtaly.   TMs  risk  nay  foroa  ttim   to  trada 
using  a  «arkat  ordat,  tor  axanpla,  to  aall  to  tha  Mghaat  blddar 
currantly  availabla.   If  thara  ara  faw  mackat-makara.  ha  will 
racalva  a  ralstivaly  low  prica,  that  ts  hla  trada  will  hav«  a  , 
high  narkat  Impact.   Thaaa  futuraa  msrkata  hava  a  graat  dwnand 
for  tradera  who,  in  atfact,  aarva  In  «  4aark«t  making  funetlon. 
The  inatltutlon  ot  dual  trading  parmita  thia  dMiand  to  ba  Mt  tt 
low  costs. 

{ second  taps  bagins  hara  ao  first  taw  words  ara  out  off) 


Congrassman  Colanan; 

Thank  you  vary  nuch  Dr.  Grossman,  I  appraclata  It,  I  am  not  aura 
thara's  much  the  Bubcominittas  can  do  about  lagialatlon  on 
laziness   That's  an  aras  that  wa  havan't  had  a  graat  dsal  of 
success  with  in  ttw  past.  Its  baan  onca  or  twioa  that  I  think 
Congress  has  attamptad  to  laglslats  in  that  arsa  and  it  haan't 
worked  out  wall  at  all. 

I  wanted  to  aay,  ic'a  my  undarstanding  that  you  hava  baan 
employed  by  tha  Chicago  Board  of  Trada  to  carry  out  a 
comprehenaive  anpirical  atudy  on  dual  trading,  la  that  oorraot? 


Congressman  Coleman: 

Also,  it  IS  my  understanding  that  you  war*  amployod  by  tha 
Chicago  Board  of  Trade  earlier  to  carry  out  a  Study  with  regard 
to  the  proposed  one-alnute  time  bracketing  regulatlena  and  you 
put  out:  this  txioklet,  la  that  correct? 

Sanford  Grossman: 


=  B.Google 


Sanford  Grossnan; 

I  think  that  th«  itady  th«t  I  did  for  th«  Chicago  Board  of  Trade 
lad  to  that  papar.   I  an  not  aura  that  thay  (thaaa  naxt  words 

ara  unintalllglbla)  ,       but  thara  daflnltaly  la  a 

ralatlonahlp . 

Congrasaman  Colenan: 

So,  you  wara  araployad  to  do  that?  I  notload  in  thia  artlcla 
booklet  that  it  stai:as  in  there  and  I  quote,  'the  fraquency  ia, 
itaelf,  low'  end  at  another  point  In  there  you  state,  I  quote, 
'the  frequency  of  dual  trading  is  worth  eoiphaeislng,  or  the  low 
fraquanclas  of  dual  trading  are  worth  anphasldng. *  Given  that 
fact,  how  can  dual  trading  be  subnittad  aa  vital  as  it  is  alnca 
you  atated  back  in  19B6  it  rarely  occurs? 

Sanford  Orossman; 

t  think  that,  if  I  remember  the  contest  of  that,  that  wa,  at  the 
tine,  were  concamad  about  front-running  abuses  and  what  we  did 
is  we  studied  a  particular  time  bracket  and  in  a  particular 
bracket  we  did  find  vary  many  instances  where  a  dual  trader  had 
both  traded  for  a  custonar  and  traded  for  hia  own  account. 

That  doean't  mean  that  across  other  bracketa  that  particular 
individuals  didn't  switch  from  becoming  a  broker  to  a  trader  who 
was  e  proprietary  trader. 

Congressman  Coleman: 

I  guess  the  point  that  I'm  making  though,  is  that  here  on  one 
hand  you  state  back  In  '86  that  this  ia  aomathlng  that  la  a  low 
frequency  situation,  it's  something  thet  doesn  t  occur  thet 
often  and  if  that'a  the  case,  I  don't  understand  then,  why  it 
could  ba  such  a  big  deel  this  year.   The  other  part  of  it  is 
that  from  your  teatlnony,  you're  talking  ebeut  a  theoretical 
overview.   Does  that  neen  that  it  has  little  fact  end  e  lot  of 
rhetoric  when  we  talk  about  the  question  of  dual  trading? 

Sanford  Crosaman: 

well,  at  the  moment,  I  haven't  yet  done  the  empirical  pert  of 
this  study,  I  have  finished  outlining  the  work  that  needs  to  be 
done  for  the  empirical  part.   I  don't  believe  there  is  any 
rhetoric  here.   It  is  an  outline,  it  is  a  theoretical  framework 
we  use  to  provide  guidance  as  to  what  should  be  sought  for  In 
the  data.   Let  me  just  emphasize  again,  with  respect  to  your 
previoua  remark  ebout  the  low  frequency  of  dual  trading;  what  we 
said  is  that  dual  trading  has  a  low  frequency  in  a  particular 
bracket.   But  a  given  individual  who  trades  only  for  hinaelf, 
may,  in  another  bracket,  trade  only  for  cuatomara.   Tha  tarns 
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Chat  we  used  in  the  paper  that  you  were  quoting,  accoas  two 
brackets,  had  engaged  in  a  lot  of  dual  trading  in  the  aense  Chat 
In  bracket  one  he  had  traded  only  for  himaelf  and  in  bracket  two 
he  had  traded  only  for  cuatomera.   In  each  bracket  alone,  he  had 
traded  only  for  himself  or  only  for  hie  customer.   So.  on  a 
bracket -for -bracket  basis,  there  wasn't  a  great  inoidenoa  of 
dtial  trading,  but  on  across  the  whole  day,  there  may  well  have 
been  a  large  incidence  of  duel  trading.   It's  the  fact  that 
there  was  not  a  whole  lot  of  dual  trading  within  a  particular 
bracket  that  lessens  the  occaaions  where  front-running  abuses 

Congressman  Coleman: 

you  also  stated  in 
would  constitute  n 

San ford  Grossman: 

Is  that  a  quote? 

Congressman  Coleman: 


Sanford  Grossman: 

I  think  what  we  had  done  at  that  time  la  look  at  tha  costa  and 
benefits  of  the  proposed  regulation  and  wa  had  used  facts  that 
measure  the  costs  and  facts  on  dual  trading  that  aatlnated  those 
benefits  and  at  that  time,  we  found  that  the  facts  ware  such 
that  the  cost  seemed  to  be  higher  than  tha  benefits. 

Congressman  Coleman: 

And  given  the  fact  that,  and  certainly  given  your  testimony 
given  here  today,  before  you've  done  the  study,  that  you 
theoretically  already  support  the  concept  of  dual  trading.   You 
seem  to  have  some  very  definite  ideas  before  you've  done  the 
study  with  regard^to  that  and  also  given  tha  fact  that  you've 
been  retained  by  the  Chicago  Board  of  Trade,  who  also  support! 
dual  trading,  can  you  tell  us  that  we  are  going  to  receive  an 
objective  study  on  this  issue? 

Sanford  Grossman: 

Mhile  you  should  understand  that  everybody  agrees,  I  mean, 
correct  me  if  I  am  wrong,  that  there  are  potential  benefits  to 
dual  trading. 
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Congrasincn  ColMWn: 

That's  not  th«  qu«Btlon--ao  l«t  ■•  aak*  ■  point,  I  don't  want 
you  taking  off  on  ttnettwr  wigla,  bvcauaa  basically,  what  wa'ra 

coming  down  to  Is  that  On  ona  hand,  you  va  taatlflad  that  you 
are  vary  strongly  In  Support  of  dual  trading  and  numbar  two,  you 
hava  baen  smployed  by  a  firm  who  strongly  supports  dual  trading 
and  numbac  thraa.  you  tt*   tailing  ue  that  you  ara  going  to  do  S 
study    Now   it  ia  hard  for  na  to  understand  how  you  can  have  an 
objective  study  when  you'va  already  reached  the  canclualon.   I 
don  t  understand   and  I'm   certainly  not  a  Ph.D.  and  I  don't  go 
around  doing  studies  but  it  waa  always  Ky  undai-s landing  that 
when  you  go  around  conducting  studies,  that  you  were  supposed  to 
ba  somewhat  obJ«ctlva  and  go  In  to  try  to  laam  an  answer,  not 
go  in  knowing  tha  anawar  and  trying  to  prova  It's  right. 

Sanford  Srosanan: 

Evan  though  you  ara  not  a  Ph.D.,  I  should  ba  articulata  enough 
to  be  able  to  explain  what  I  do  and  why  I'm  doing  It  and  I  hopa 
you  will  allow  ne  to  do  ao. 

This  study  and  the  outline  I  hava  glvan  you  discusses  the 
benefits  of  dual  trading — how  you  RMaaura  these  benefits  and 
whara  you  should  look  for  thasa  banefita.   There  may  wall  ba 
costs  for  the  dual  trading  and  those  costs  have  to  do  with  tha 
abuses  that  are  associated  with  dual  trading   What  I  think 
needs  to  be  done  to  come  to  an  appropriate  economic  cost-benefit 
analyaia  is  to  think  where  you  would  look  for  the  benefits  and 
measure  tha  magnitude.   What  I  have  eat  out  to  you  Is  where  I 
would  look  for  these  benefits.   Now  the  actual  numerical 
megnltudes  of  these  benefits  are  not  something  I  am  predlspasad 
to   they  may  turn  out  to  bs  economically  negligible  and  If 
certain  abuses  aTi««  that  are  not  determined  to  be  economically 
negligible  in  terns  of  their  costs  Then,  though  Z  hava 
illucidated  where  these  benefits  arc.  the  fact  that  they  are 
sufficiently  small  relative  to  the  cost  would  mean  that  we 
should  restrict  dual  trading   So,  the  mere  fact  that  one  has, 
fron  •  theoretical  point  of  view  has  said  where  the  benefits 
would  be  sought  after,  doesn  t  mean  that  one  Is  predisposed  to 
the  economic  numerical  magnitude  of  those  benefits.   I  an 
certainly  not  so  predisposed.   I  couldn't  even,  off  tha  top  Of 
my  head  give  you  a  ball  park  guaas  In  dollars  as  to  what  the 
magnitude  of  these  benefits  are    I  should  mention  to  you  that 
there  are  no  studies  of  dual  trading   there  are  no  studies  of 
the  benefit  of  dual  trading  or  the  costs  of  dual  trading.   I 
think  this  is  a  ooffpletely  new  ares  and  you  know,  1  would  urge 
you  to  allow  studies  to  go  further  to  neasure  tha  acononic 
quantltiaa  that  dollar  valuas  involve  to  get  a  notion  of  what 
tha  costs  and  benefits  are  over  quantities  being  regulated. 
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I'm  not  the  one  who' is  paying  for  it,  you  would  hava  to  talk  to 
the  folica  who  are  paying  for  the  study — the  Chicago  Board  of 
Trade  decided  (these  next  words  are  unintelligible) 

.  Thank  you  very  much  Dr.  Grossman,  we 

appreciate  your  testinony. 
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IN  THE  SENATE  OF  TOE  UNITED  STATES 


A  BELL 

To  unend  die  CoouDodity  Exdmife  Act  lo  reiudiorize  sudt 
Act,  md  for  (Nfaer  puiposes. 

1  Beit  ertaeud  by  the  Senau  aid  House  ofRepresema- 

2  tives  of  the  United  States  cf  America  in  Congress  assent' 

3  bled. 

4  SICnaNLaOKTTTTLItTAfUtVCOKTDrTS. 

5  (a)  Shout  'niLE.— This  Aa  nuy  be  deed  u  die  "Fu- 

6  nns  TnuUng  Pnctice*  Aa  of  1989". 
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TTILE  OC-CFFECnVS  DATS 
Sk.  90k  EfteciM  dMC. 

1  SECl.  REFEBENCES  TO  THE  COMMODITY  EXCHANGE  ACT. 

2  Except  IS  otherwise  specifically  provided,  whenever 

3  in  this  Act  an  amendoieni  or  repeal  is  expressed  in  terms 

4  of  an  ajneodment  to,  or  repeal  of,  a  seciioQ  or  other  provi- 

5  sion,  the  lefeience  shall  be  consideied  lo  be  made  to  a 
'    6  section  or  other  provision  of  the  Commodity  Exchange  Act 

7  a  U.S.C.  1  ei  seq.). 

8  TITLE  I— AUTHORIZATION  OF 

9  APPROPRIATIONS 

10  SBC  ML  AinHOMZAIION  or  ATPROPBlAnONS. 

11  Subieciioa  (d)  of  lectioo  12  (7  U^.C  16(d))  is 

12  amended  10  read  as  fbllows: 

13  "(d)  There  are  audiorized  to  be  i^ipropriated  to  cany 

14  out  diis  Aa  S41.000.000  for  fiscal  year  1990.  $46,700,000 

15  for  fiscal  year  1991,  $54,500,000  for  fiscal  year  1992. 

16  $63300.000  for  fiscal  year  1993,  and  S66.100.000  for 

17  flacal  year  1994." 

18  TITLE  n— FLOOR  SURVEILLANCE 

19  AND  DUAL  TRADING 

20  SBC  »L  DUTIES  or  aVfTKACT  MAMCETS. 

21  Section  5a  (7  U.S.C.  7a}  is  amended — 

22  (1)  by  soriking  "and"  at  the  end  of  paragraph 

23  (11); 
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1  ^  by  siriki^  the  period  «  the  end  itf .  pan- 

2  sniili  (12)  aid  iBseRBis  I  semicoloa;  nd 

3  _    (3)  bf  tOdmt  tt  Ae  cod  ifae  iollowmg  new 

5  **(13XA)  naiaain  aid  ntOixe  a  tyaaa  to  mom- 

6  nr  nafiig  10  daiea  aid  deacr  viobdoos  of  diis  Aa 

7  idand  IB  die  makinf  itf  ttwki  and  die  cxacnrion  <tf 

8  amoaier  orden  on  die  floor  or  SDtgea  to  die  rales 

9  of  sodLcoatnct  madcet.  llie  ^stem  shaU  mdude — 

10  "G)  fbyncMl  obseivalioo  of  tiading  aieas; 

11  "^  audit  tn3  and  recoid  fc^^T^f  systems 

13  tictaaMSf  and  mqbcoco  of  tnnsKtioBa  (jarTiid- 

14  iag  i«l>w<  data  on  aanaldHd  mdei  and  out- 
U  trades); 

16  "(m)  lyaems  capable  of  reviewing  sudi 

17  data  on  tiades  effectively  ok  a  regular  basis  to 

15  idsniiQr  posaUe  vi^tfiOBs: 

19  "(W)  Msources  lo  bring  ^ipnpiiaie  disd- 

20  pBoaiy  actioBs;  and 

21  "(v)  da  asscsmeat  of  meaningful  penal- 

22  tiaa  agaiaat  violalon  and  Ae  refenal  (^  appfo- 

23  prina  cases  to  te  Commtssiao. 

24  "9)  TIk  aodh  trail  system  (tf  dw  contract 
23  maricet  skafl  accniately  lecord— 
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1  "(i)  the  times  of  ndes  in  increments  of  no 

2  more  than  1  minute  in  lengdi;  and 

3  "(ii)  the  sequence  oS  trades  for  each  floor 

4  trader  and  broker. 

5  "(Q  Beginning  3  years  after  Uie  date  of  enact- 

6  meol  of  this  paragraph,  die  audit  tiail  system  of  the 

7  coDina  madcet  sbalt— 

8  "(i)    record    all    trades    accurately    and 

9  pronqidy — 

10  "0)  by  a  source  independent  of  the 

11  ~  peison  making  the  trade  and  coiuinually  le- 

12  corded  in  die  record  of  the  contract  market 

13  fin^itirfing     through    a    nf^f"'**"     *^** 

14  leoofdfl. the  time  of  executioQ  of  each  trade 

15  anuaiatically  wttea  entered  by  such  person 

16  and  records  *«*"*'■'  data  in  a  form  dm 

17  cannot  be  altered  except  in  t  manner  that 
is  . .    win  leave  a  cooqilete  and  independent 

19  KCCKd  of  any  sudi  alteratioD);  and 

20  "(II)  widi  precision  adequate  to  deter- 

21  mine  die  sequence  of  all  trades  by  each 

22  floor  trader  and  floor  brtdcer  and,  to  the 

23  fullest  extent  feasible  as  detennitied  by  the 

24  Commissicm  by  rule,  the  sequetice  of  all 
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1  mtSes  made  by  all  Soar  traders  and  floor 

2  broken;  and 

3  "(H)  ibr  customer  oideis.  to  die  exttU  iea- 

4  sible  u  determmed  by  tbe  Commission,  tnclode 

5  a  recttd  by  a  source  tndqwndent  of  peistxis 

6  pfpceasipg  or  execndng  such  order  Qnduding 

7  by  a  mfchanivh  tiiat  lecords  sndi  data  auto- 

8  maticany  «4ien  entered  by  socb  persons  in  a 

9  ■     fonn-diat  cannot  be  altered  except  in  a  manner 

10  diat   wis  leave   a   con^lete   and   independau 

11  record  of  any  soch  abetaiion)  of — 

12  "(Q  the  time  each  sodi  order  is  re- 

13  oeived  oo  dw  Soar  of  die  board  of  trade 

14  and  is  Kpoited  ftom  die  fk)or  of  die  board 

15  of  trade  as  execmed  with  predsioa  ade- 

16  qnate  to  determine,  for  eadi  futuies  com- 

17  missiaa  mercham  or  floor  broker,  die  se- 

18  qnence  in  wtaidi  an  such  nders  are  re- 

19  eeived  on  and  leported  £rom  such  floon 

20  and 

21  "(n)  die  time  eadi  such  order  is  re- 

22  oeived  by  the  floor  httker  far  execudon 

23  with  precision  adeqnate  u  detemiine  tbe 

24  sequence  in  wiiidi  such  orders  are  received 

25  by  eadi  floor  broker  and,  to  die  foUest 
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1  extent  feasible  as  detemuned  by  die  Com- 

2  missioo  by  nile.  the  iniervil  between  the 

3  times  of  receipt  and  executioD  of  eadi  such 

4  ofder  by  the  floor  broker.". 

5  SEC  Ml.  COMMISSION  0VU5IGKT;  DEFICIENCY  OKDESS. 

6  (a)  In  General.— The  Act  is  amended  by  insening 

7  after  section  Sd  C7  U.S.C.'  12d)  the  fbUowin(  new  sectioa: 

8  "SICIi. COMMISSION  DVEBSIGHTi OBnCSNCy  OKDBSS. 

9  "(a)  AssESSMENn.^Not  later  dun  1  year  after  the 

10  dateofcnactmeotof  this  aectioQ,  and  at  least  once  every  2 

11  yean  tbeieafter,'  die  Cooimissioa  shall  assess  the  trade 

12  mooiionBi  system  of  each  contnct  market  in^lemented 

13  punuau  to  sectioB  5a(I3)  to  detennioe  its  capad^  and 

14  jfhaivtaeaB  in  dnsctiDg  and  detemng  vioUtJoos  of  this 

15  Act 

16  "(b)  OwMiis.— 

17  "(1)  Causis.— Tbe  Commissioo  shall  issue  an 
IS          iaietim  order  in  accordance-  witfa  puifiaph  (2)  if  the 

19  CoouDUiiaa  fiodi  at  aay  time  that  a  contract  market 

20  has  bOad  to  demoostiue  duE— 

21  "(A)  ibt  trade  motiitoring  system  imple- 

22  mentsd  pursuant  to  section  5a(13)  complies 

23  with  dw  audit  mil  standards  of  such  section: 

24  "(B)  such  system  is  capaUe  of  and  is 
23                 being  used  to  review  data  on  tnnsactioiu  on  a 
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1  -regular  basis   to  detect  violaiioas  i^elated  to 

2  imldng  trades  and  executing  customer  orders,  on 

3  '     .   dw  floor  or  subject  to  die  rules  of  such  contract 

4  iM***j  Including^ 

5  "Q)  iH  types  of  violations  attributable 

6  to  dual  trading;  and 

7  "^  ID  die  Atll  extent  feasible  as  de- 

8  tftirnTTifd   by.  die   Commission,   all  other 

9  Qrpes.of  violations  involving  the  making  of 

10  trades    and   die    execution   of   customer 

11  orders; 

12  -        "(C)  die  cootiact  maiket  is  utilizing  tnfor- 

13  madon  gadMied  duoagh  sodi  system  oo  a  coit* 

14  lisieat  basis  to  bring  qiptopriate  dls^Iinaiy  ac- 
13  tioa  against  violators; 

16  '  "(D)  die  eontraa  maricet  is  committing  le* 

17  aonrces  to  such  system  necessary  for  such 

18  system  to  be  efEective  in  detecring  and  deterring 

19  '  andi  vkdations,  induding  adequate  staff  to  de- 

20  velop  and  prosecute  disdplioary  actitna; 

21  "(E)   die   contract    market   is    assessing 

22  meaningftil  penalties  for  proven  violations;  or 

23  "(F)  die  coonact  market  is  odierwise  sads- 

24  fying  die  duties  of  die  contract  market  under 
23  sectioQ  3a(13). 
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1  "(2)  Contents, — An  order  issued  under  this 

2  subsection  shall  specif — 

.  3  "(A)  the  deficiencies  die  Commission  has 

4  found  in  the  trade  monitoring  system  of  the 

5  contract  market; 

6  "(B)  collective  action  thai  the  contract 

7  maikei  must  take  and  an  accepuble  timetable 

8  for  such  conective  actios;  and 

9  "(Q  a  date,  not  less  tfatn  20  days  from  the 

10  date  of  issuance  of  die  interim  order,  when  sudi 

11  order  will  become  final,  subject  to  subsection 

12  id). 

13  "(3)  Remeues. — Such  order  may  lequiie  the 

14  cootnct  market  to^ 

13  "(A)  tnstiuie  qipropiiate  improvements  in 

16  its  trade  monitoring,  compliance,  or  disdplinary 

17  systems  necessary  to  bring  such  tystans  into 

18  cooqiliaace  with  the  standards  of  section  5a(13) 

19  «id  dus  secdon; 

20  "(B)  satisfy  stated  objective  performance 

21  criteria  for  compliance  widi  sudi  standards; 

22  "(C)  employ  additional  staff,  upgrade  or 

23  lecoofigure  existing  systems  for  coUeciing  or 

24  processing  lelevant  data  on  trading  and  trader  or 

25  broker  activity,  or  deploy  new  such  systems; 


cibv  Google 


MIDI  1.444  SJX. 
10 

1  "(D)  suspend  the  privilege  of  dual  oading 

2  ta  such  contract  maricet,  subjea  to  the  stand- 

3  aids,  exceptions,  and  duradon  provisioas  of  sub* 

4  sectjoo  (e);  or 

5  "(E)  take  any  combinatioo  of  die  actions 

6  described  m  subpangrairiis  <A)  dirough  (D). 

7  "(4)  Removal.--^  die  Commission  finds,  afar 

8  notice  and  opportuniqr  for  a  hearing. m  the  record 

9  prior  to  such  order  becoming  final,  that  a  named  of- 

10  ficer,  director,  committee  member,  or  employee  of 

11  sndi  contract  madcet  has  wiUAiUy — 

12  **(A)  failed  to  fulfill  the  official  re$pomi< 
'  13  bOities  of  such  pers<ni  with  respect .  to  such 

14  otBee; 

13  "(B)  abased  die  anthcni^  of  sudt  person; 

16  or 

17  "(C)  odierwise  acted  in  a  manner  render- 

18  ing  such  person  un&  for  service  in  the  official 

19  posidoo  of  such  penon. '  "• 

20  die  Gmnnission  may  issue  an  order  noder  this  sec- 

21  tion   to   lemove   such  officer.   Erector,   committee 

22  member,  or  employee. 

23  "(5)  DEsnattiKJN  as  owniACT  market. — Noe- 

24  widistanding  section  6,  during  du  peiiod  diat  an  in- 

25  terim  or  final  order  under  this  section  is  in  effect,  the 
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1  CommissioD  may  refrain  fiDm  approving  any  appU- 

2  cation  for  designation  as  a  coturact  market  made  by 

3  the  exchange  whose  contact  market  is  the  subject  of 

4  such  Older. 

5  "(c)  Dual  T^iading. — 

6  "(1)  In  general. — ^^itfain  1  year  after  the  date 

7  of  enactment  of  tbii  section,  die  CtHnmission  shall 

8  suspend  the  privilege  of  dual  trading  an  each  con- 

9  ttaa  maiket,  pursuant  to  an  order  issued  under  sub- 

10  section  (b},  unless  the  Commission  finds,  as  part  of 

11  die  first  assesstneni  made  of  such  contract  maricet 

12  under  subsection  (a)  diat  the  contract  maiket  has 

13  failed  to  demonsttate  that — 

14  "(A)  tbe  tilde  monitoiing  system  in  place 

15  at  (be  oootract  market  faiOy  satisfies  die  audit 

16  trail  standards  under  subsectioo  (b)(1)(A),  and 

17  otherwise  satisfies  the  standards  of  subsection 

18  (bXlX  nich  diat  such  system  ia  capable  ^  and 

19  ii  being  used  to  detea  and  bring  qipropriate 

20  disc^Iinary  actions  widi  regard  to  violations  at- 

21  Dibutable   to    dual   trading   at   such   contract 

22  maikei;  or 

23  "(BXi)  there  is  a  substantial  likelihood  diat 

24  a   ffc'ai    trading   suspension   wotild   harm   the 
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1  public  interest  in  hedging  and  price  basing  at 

2  such  conciact  maricet;  and 

3  "(ii)  other  remedies  under  subsection  (b) 

4  are  more  qipropriate. 

5  "(2)  Exceptions. — ^A  Commission  order  sus- 

6  pending  dual  trading  may  provide  for  exceptions  to 
7.  ensure  fairness  andiirderiy  trading  in  such  connact 

8  maileet  (including,  when  appropriate,  a  reasonable 

9  |diase-in  period,  a  limitatioa  of  the  suspension  to 

10  specified   contracts,   exceptions   for  certain   spread 

11  transactions,  conections  of  trading  emus,  or  allow- 

12  fiog.a  customer  to  designate  in  writing  not  less  dian 

13  Qooe  amntaOy  a  mmed  floor  bndcer  to  execute 

14  oniBn  for  subi  costonier). 

15  "(3)  DosATiON.— Such  saq>ensioa  shall  remain 

16  in  Tffrct  "***^  rfi*  Commissiao  "'•i*'^*  dis  finding  re- 

17  tpaied  under  paragraidi  (1). 

18  "((0    Rbossdh.    Mofinc»noH.    or    Delay    of 

19  Orders. — Befixe  any  inierim  order  issued  by  the  Coomiis- 

20  sioo  "—^^^  inibufCTi'Hi  (b)  m^  beCTitwe  final*  the  Cooimis- 

21  aioasball— 

22  "(1)  pcDvide  die  affected  cootract  muket  with  a 

23  reasoo^le  opponnnity  fior  a  hearing  in  Ofder  to  peti- 

24  tkm  die  Commissioa  to  lesdnd,  modify,  or  delay 
23  such  order  oo  die  ground  ibai — 
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1  "(A)  die  deficiencies  cited  by  the  Commis- 

2  sion  have  been  corrected  or  are  being  corrected 

3  under  an  expeditious  timetable  acceptable  to  the 

4  Commissioa; 

5  "(B)  the  finding  of  the  Commission  that 

6  the   nde   monitonng   system   of  die  contract 

7  maricet  is  deficient  is  not  based  on  substantial 

8  evidence; 

9  "(C)  ^  method  used  by  the  Commissioo 
10  for  assessing  the  effectiveness  or  accuracy  of 
U  tbe  audit  trail  system  of  die  contiaet  marlcet  for 

12  jNiiposes  of  paragraphs  (1)  and  (2)  of  subsection 

13  (b)  was  aibitiary  and  c^mcious;  or 

14  "(D)  the  timetable  proposed  by  the  Com- 

15  missioo  in  its  tnteiim  order  for  cofrecttve  acti<«i 

16  by  die  contract  madcei  or  the  particular  coirec- 

17  live  actioD  proposed  is  arbitrary,  cqnicious.  or 

18  an  abase  of  discretioa;  and 
■19  "(2)  rale  oo  such  petitioa. 

20  "(e)  Fbnalties.— Violation  of  an  order  issued  under 

21  subaeciioa  (b)  shall  be  consideied  a  violatioa  of  an  order 

22  of  die  Commission  for  purposes  of— 

23  "(1)  establishing  liability  and  assessing  penal- 

24  des  against  a  contract  market  or  any  director,  officer, 
22  agent,  or  employee  thereof  under  secdon  6b;  or 
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1  "(2)  inidaiing  proceedings  under  sectioa  5b  or 

2  6<«). 

3  "(f)  JuDiOAi.  Review. — A  person  aggrieved  by  an 
4-  order  issued  under  lubsecdon  (b)  due  has  become  final 

5  may  obtain  judicial  review  of  die  order  in  die  same  manner 

6  and  onder  die  same  terms  and  oooditioos  as  are  provided 

7  in  lecdon  8a(9). 

8  "(g)  Reports.— 

9  "(I)  Reports  on  (Aders,— Widiin  3  days  of 

10  die  issuance  of  any  interim  or  final  order  under  this 

11  sectioa  or  a  finding  under  subsectioo  (cXI)  with  re* 

12  spea  to  dual  tncfing.  die  Commission  shall  leport  to 

13  die  rnmwiitTw  on  Agricnlnire  of  die  House  of  Rep- 

14  iteaentadvea  and  die  ^"'*™''***'  on  Agricuhure,  Nu- 

15  tiiiiaD.  and  Forestry  of  die  Senate  on  sodi  order  or 

16  fining,  indnding  a  descripcion  of — 

17  "(A)  die  contiaa  market  involved: 

18  "(B)  die  defidenctea  allied  m  die  trade 

19  monitoring  system  al  socfa  ccntract  madcet;  and 

20  "(C)  die  remedies  soo^  by  sndi  order. 

21  "(^  Annual  keports^— llie  Commissioo  shall 

22  iqract  annnally  to  die  '^"""«*'**  oo  AgricuUnte  of 

23  dw  House  of  Rqnesentatives  and  the  Committee  on 

24  Agricutaute,  Notritioa.  and  Focestiy  of  die  Senatt  m 
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1  actions  taken  to  cany  out  this  sectioo,  including  a 

2  description  of— 

3  "(A)  the  findings  of  the  Commission  with 

4  respect  to  each  mde  monitoring,  system  at  a 
3  cootraci  maiket  fTflty'"^  by  the  Commission 

6  durii^  such  period;  and 

7  "(B)  any  Interim  or  final  order  issued  by 

8  the  Commission  under  this  section  based  on  de- 

9  ficiencies   die   Commission  has  imcoveied   in  ' 

10  such  systems,  including  in  analysis  of  the  reme- 

11  dies  imposed  against,  and  the  coirective  action 

12  .taken  by,  die  coooaa  maricet  pursuant  to  such 

13  onlec 

14  "00  DviNmoN  OP  Dual  "ntAODia — Aa  used  in  this 
13  section,  die  lenn  'dual  trading'  means  die  execution  of 

16  costomer  orders  by  a  fioor  broker  on  any  trading  day 

17  durmg  iriikb  ifae  floor  broker  has  executed  any  trade  in  the 

18  same  eontnta  auricet  for— 

19  "(I)  die  aceooat  of  d»  IIIom'  broken 

20  "(2)  an  account  fbr  which  the  bndcer  has  tiad- 

21  iog  disoetioB:  or 

22  "(3)  an  account  cootroUed  by  a  penon  widi 

23  whom  such  broker  is  subject  to  trading  testrictions 

24  under  section  4jO).". 

25  (b)  Stody. — 
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1  (1)  In  oemeral.— Not  liter  than  2  yean  after 

2  dw  due  of  enactment  of  this  section,  the  Commodity 

3  Fotures  Tiading  Commissioo  sbaU  submit  to  the 

4  Committee  on  Agiknltme  of  Ae  Hbose  of  Repie- 

5  wniatives  and  die  Committee  on  Agriculture.  Nuni- 

6  tian,  and  Foiestiy  of  the  Senate  a  lepon  that  con- 

7  tainfr— 

8  (A)  an  assessment  of  the  progress  of  each 

9  CMUiact  market  in  devel<q>ing  and  implementing 

10  systems  to  record  die  times  of  transactioiis  inde< 

11  pendently.  precisely,  and  con^ktely  as  required 

12  mder  secdon  3a(13)  of  dw  Commodity  Ex* 

13  diange  Aa  (as  added  by  section  201  of  diis 

14  AcO;and 

15  (B)  r^fnnm»nAmtinn*  as  to  vdiedier  May 

16  extensim  of  time  for  die  completion  of  such 

17  systems  or  any  modificattoo  of  the  standards 

18  contained  in  sQdi  section  is  spptDpnate. 

19  (2)  GAO  VIEWS.— Hie  Comptroller  General  of 

20  die  lAnled  States  shall  stale  to  Congress  die  views  of 

21  the  Cmqxroller  Geneial  with  regard  to  such  report 

22  sK.as.OMALouas. 

23  (a)  In  General. — Section  4c  (7  U.S.C  6c)  is  amend- 

24  ed  by  adding  at  the  end  the  following  new  subsection: 
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1  "(g)  Tbe  placing  of  oral  orders  on  contract  market 

2  floon  for  member-for-member  trades  shall  be  barred 

3  unless  such  ordeis  are  made  pursuant  to  rules  that  the 

4  CommissioQ  adopts  and  certifies  to  Congress  will  require 

5  standards  and  procedures  designed  to  ensure  that  such 

6  orders  are  not  used  to  facilitate  violati«iii  of  this  Act". 

7  (b)  Effgcttve  DATE.-^llie  UDendment  made  by  sub- 

8  section  (a)  shall  become  effective  270  days  after  dw  date 

9  of  enactment  of  ihis  AcL 

10  TTTLE  m— BROKER  ASSOCIATIONS 

1 1  SBC  30L  TRADING  RESTBICTIONS. 

12  (a)  In  General. — Section  4j  (7  U.S.C.  6))  is  amended 

13  by  adding  at  the  end  the  foDowing  new  paragrafdi: 

14  -"(3XA)  Except  ts  provided  ia  subparagraph  (B),  a 

15  floor  trader  or  floor  broker  may  ool  make  a  trade  or  exe< 

16  cute  an  order  of  a  customer  if  such  trader  or  broker  Imows 

17  the  opposite  party  to  die  ttinsactioa  to  be  a  floor  broker  or 

18  floor  trader  with  wbiom  such  trader  or  bnAer  has  a  rela- 

19  tioiishipa»— 

20  "0)  1  partner  in  a  partnersh^; 

21  "Oi)  ID  ettq>loyer  or  employee; 

22  "(iii)  employees  of  the  same  en^loyer;  or 

23  "(iv)  such  other  affiliation  as  the  Commission 

24  may  specify  by  rule. 
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1  "(B)  Subparagraph  (A)  shall  not  apply  if  the  Com- 

2  miuioo  haa  atkqned  lulea  that  the  Conuniasion  cenifies  to 

3  Congress  require  procedures  and  standards  designed  to 

4  pievent  violatiaiu  of  ihia  Aa  atiribut^jle  to  dx  trading 

5  described  in  sut^Miagiaph  (A).". 

6  (b)  Effective  Datc. — ^Tlie  amendment  made  by  sub- 

7  section  (a)  shall  becooie  effective  270  di^  after  die  date 

8  ofenactmetttof  diis  Act 

9  SBC3tt.DI5CLOSimE. 

10  Sectko  5a  (7  U^.C  7a)  (as  amended  by  section  201 

11  of  diis  Aa)  is  fuidwr  amended  by  addhig  at  the  end  the 

12  fbIlowmg.iiewpaiagiqdi: 

13  **<14)  provide  fer  disckwBe  lb  die  exdun^ 

14  nd  tbe  Comouaaioo  of  any  mde*  buiinessi  or  finan- 
13  cial  aaaoctaooo,  a£51iaiiaa,  pannefship,  cost-,  piofit-, 

16  or  fafital-thimig  JgieeuMH  or  odier  fonnal  or  tn- 

17  ftaonal  sodi  migenieot  *"*""g  or  between  floor 

18  broken  a&dttaden  on  snch  cootracr  madcet:". 

19  TITLE  IV— GOVERNING  STRUCTURE 

20  siC4iLGUvuMriGsnf]cnnK. 

21  (>)  CCHnucr  Mahzeis.— Seoioa  3>  (7  U^.C  7i) 

22  CnaiKndedlijriecliom  201 11111302  of  dib  Act)  is  bidKr 

23  'V^fy^f^  by  addtng  u  the  cod  dw  fiiUowiBf  new  pan- 

24  graphs: 
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1  "(13)  provide  for  meaningful  tepreseotation  on 

2  the  governing  board  of  the  contract  market's  board 

3  of  trade  of  a  diversity  of  interests,  including — 

4  "(A)  fuoires  coniniissi<»i  merchants; 

5  "(B)  producers  of,  and  consumers,  proces- 

6  sors,  distributors,  or  mercbandisen  of,  principal 

7  commodities  traded  oo  the  exchange; 

8  "(Q  floor  broken  and  traders; 

9  "(D)  participants  in  a  variety  of  piu  or 

10  principal  groups  of  commodities  traded  on  the 

11  exchaoge; 

12  "^  no  less  Aan  20  percent  of  the  mem- 

13  ben  of  such  boaidt  cofuprised  (tf  □oomembers 

14  of  .such  cmtract  madcet's  board  of  trade  wiib— 

15  "(i)  expertise  in  futures  trading,  or  dw 

16  regulation  thereof,  in  commodities  traded 

17  through  contracts  on  die  exchange;  or 

18  "(ti)    other    emineot    qualificatiwa 

19  mildng  such  person  capable  of  paiticipat- 

20  inf  in  and  contributing  Eo  board  delibera- 

21  dona; 

22  "(16XA)  provide  on  all  major  disciplinary  com- 

23  milieei  for  a  ifiversity  of  membership  sufficient  to 

24  ensure  &inie$s  and  to  prevent  special  treatmeiu  or 
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1  preference  for  any  perstm  in  die  ecmduct  of  discipli- 

2  nary  proceedings  and  die  asseasmeni  of  penalties. 

3  '  . '  "(B)  A  major  disciplinary  committee  bearing  a 

4  disc^liDaiy  *"«"**'  <han  fnrlndr 

5  "(i)  qualified  persons   representing   seg- 

6  mena  of  the  exchange  membeiship  other  dian 

7  dtat  of  die  subjdrt  of  tlv  proceeding;  and 

8  "(ii)  Miere  appropriate  to  cany  out  the 

9  •  purposes  of  diis  pangraph,  qualified  persons 
10  wbo  are  not  membas  of  tbe  excbange. 

- 11  "(C)  If  a  contract  market  takes  final  discipli- 

12  nny.  action  against  a  inendier  fbr  a  violation  that  in- 

13  vohres  die  execution  of  a  costomer  onto  and  lesults 

14  Iq  flnancial  haim  id  such  customer,  die  contraa 

15  *ii»*<f»  fh^n  piDnnxW  "iftwTti  the  nirinna**^  custoner 

16  of  die  (Uadplinary  action  and  dw  principal  &cts 

17  diereof.  Hie  Commisaioa  and  futures  commission 

18  meidumt  canying  die  acconni  fbr  such  customer 

19  Shan  cooperate  with  dw  coomct  market  in  canying 

20  out  its  duties  under  this  paragraph. 

21  "(17XA)  iHOvide  for  die  avoidance  of  conflict 

22  of  interest  in  all  delibeiatiais  by  the  governing  board 

23  and  any  disciplinary  and  ovetsi^  committees. 

24  "(B)  llie  eootraa  market  shaU  adopt  niles  diat 

25  require  thai  a  board  or  committee  member  abstain 
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1  from  participadoa  in  voting  and  confidential  delib- 

2  entioDS  on  an  issue  if  ibe  member,  an  affiliated  finn 

3  or  business,  a  family  member,  or  any  other  individ- 

4  lul  with  whom  the  member  has  a  business  or  em- 

5  ployment  leladonshtp  is,  to  the  knowledge  of  such 

6  member,  a  specific  and  actual  party  in  interest  to  the 

7  issue  before  the  board. 

'8  "(C)  Notwithstanding  any  odier  provision  of 

9  this  paiagnph.  in  adopting  any  contract  maiket  rule 

10  or  order  that  is  likely  to  affect  piices  in  any  actively 

11  trading  contract  market  (including  any  motion  to 

12  adopt   an   emergency   measure   for   a   noiq)hysical 

13  emergency),  die  cootnct  market  shall  ensure  that — 

14  "(i)  any  par^  with  access  to  material,  non- 
15  public   information   about   such    deliberations 

.  16  gained  through  the  position  of  the  parry  as  an 

17  exchange  employee  or  official  shall  be  prevetit- 

18  ed  firoo^^ 

19  •  - '  "CD  tnding,  directly  or  indirectly,  in  a 

20  manner  to  take  improper  advantage  of  such 

21  infomiaiioo:  or 

22  "(II)  transmitting  such  informaiioo  to 

23  any  other  party,  except  as  necessary  for  the 

24  perfoimaoce  of  official  duties;  and 
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1  "(ii)  prior  to  such  deUberations.  each  par- 

2  tictpant  shall  disclose  to  the  board  or  committee 

3  -die  poaitioii  of  the  panicq»m  in  the  conoact 

4  mtricet  under  discussion,  along  with  aU  posi- 

5  dona  held  in  accounts  at  the  affiliated  finn  of 

6  die  participant  of  which  the  paiticipant  is  aware, 

7  in  such  fbun  aa  will  provide  e^ctive  infonna- 

8  tion  to  die  board  wbUe  majntaioing  appropiiate 

9  cotifidentiality  of  trading  infomiation. 

10  "(D)  If  ai^  board  or  committee  member  dis- 

11  closing  sndi  positions  under  subparagraph  (CXii) 

12  paztteipates  in  sudi  delibeiatioas,  die  minutes  of 

13  sndi  delibeiationa  ^^^  deady  rpfln:t  ***««  fact;  *"H 

14  "(18)  provide  diat  no  member  found  by  the 

15  Commisaka,  a  contract  marlcet,  a  registered  fiitiues 

16  ■  association,  or  a  coun  of  competent  jurisdiction  to 

17  bave  violated  this  Act  or  any  odier  provision  of  law 

18  dut  would  reflect  on  the  fitness  oi  the  member  to 

19  serve  ia  •  fiduciary  position,  nuty  serve  on  aiqr  eon- 

20  ttaa  market  oveisigla  or  discipUnaiy  panel  for  an 

21  appropriate    period    (as    defined    by    Commission 

22  rakV. 

23  0>)    REcasmtED    Ftmius    Assooatons.— Section 

24  17(b)  C7U^C  21(b))  is  amended  by  adding  at  dw  end  die 

25  following  new  paragrqihs: 
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1  "(11)  such  associatioD  provides  for  meaningful 

2  repieseotatioo  on  die  governing  board  of  such  asso- 

3  ciadoa  of  a  divenicy  of  membership  interests  and 

4  provides  that  no  less  than  20  percent  of  the  members 

5  of  sodi  board  be  canprised  of  ipialified  nonmembers 

6  of  such  associatioa. 

7  "(12XA)  such  association  provides  on  all  major 

8  disciplinary  commitues  for  a  diversity  of  member- 

9  ship  suflicieiu  to  ensure  faiiness  and  to  prevent  spe- 

10  cial  treatment  or  preference  for  any  petscm  in  the 

11  eondua  of  .discqilinaiy  proceedings  and  the  assess- 

12  mem  of  penalties. 

13  "(B)  A  major  discq)linary  committee  bearing  a 

14  diacblioary  *"*"*^  «haii  jnrliiflr 

15  "(i)    qualified   persons   lepiesenting    seg- 

16  menis  of  the  astociadoa  memberslitp  odier  dian 

17  dm  of  die  subject  of  die  proceeding;  and 

18  "(U)  9A»ett  approptiaie  to  carry  out  die 

19  pnipoaes  of  this  paragni^  qualified  persons 

20  ii4io  are  not  members  of  die  associatioiL". 

21  (c)  bouMENTATTON.— Not  lattf  dian  270  days  after 

22  die  date  of  enactment  of  this  Act,  the  Commodity  Futures 

23  Trading  Commission  shall  adopt  sudi  rules  as  are  neces- 

24  sary  to  cany  out  die  amendments  made  by  subsecticms  (a) 

25  and  (b).  including  niles  that — 
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1  (1)  specify  membership  categories  that  shall  be 

2  repieaented  on  disciplinary  pmets; 

3  (2)  define  "major  disciplinary  commiaee"  for 

4  purposes  of  secdttis  3a(16)  and  170)X12)  of  ihe 

5  Coounodi^  Exdiange  Act  (as  added  by  subsecdons 

6  (a)  and  (b),  respectively); 

7  (3)  specify  dx'  conditions  under  which  such 

8  panels  shall  include  qualified  persons  who  are  not 

9  memben  of  die  exchange  or  association,  which  shall 

10  indude  at  a  minimum — 

11  (A)  any  disciplinary  action  where  ihe  sub- 

12  ject  of  sodi  action  is  a  member  of  die  contract 

13  madcet  or  associatiao  governing  board  or  of  any 

14  nutK^  disciplinary  committee  of  sodi  contract 

15  maihet  or  association;  and 

16  -  (B)  any  disc^Unary  action  involvii^   a 

17  cifliitt  dm  the  subject  of  sodi  action  manipulat- 

18  ed  or  attempted  to  mampulaie  the  price  of  a 

19  eommodiiy  or  ftiture  or  option; 

20  (4)  establish  procedures  for  iofbrming  customen 

21  of  disc^Unaiy  actions  in  accordance  with  section 

22  5a(16XQ  of  such  Act; 

23  (5)  provide  guidance  in  determining  \i4iat  are 

24  acceptable  fonus  of  and  procedures  for  die  disdo- 
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1  sure  by  memben  of  contract  maiket  boards  or  com- 

2  mitues  under  lectioQ  5a(17XC)  of  sudi  Ace  and 

3  (6)  define  Qx  appropriate  periods  during  which 

4  members  found  to  have  violated  relevau  taws  may 

5  not  serve  on  exchange  oversight  or  disciplinary 

6  panels  under  section  3a(18)  of  such  Act. 

7  TITLE  V— FLOOR  TRADER 

8  REGISTRATION 

9  SECSDLDEFINinONOrFLOOKTKADUL 

10  SecUon  2(aXI)(A)  0  U.S.C.  2.  4)  is  amended  by 

11  adding  at  die  end  the  following  new  seoleiKe:  '"Hie  term 

12  'floor  trader'  shall  mean  any  person  «4io,  in  or  surround- 

13  ing  any  'pit',  'ring',  'post',  or  other  place  provided  by  a 

14  contract  market  fix  die  meeting  of  pexMos  siaiilady  en- 
12  gaged,  purchases  or  seflj  solely  for  such  person's  own  ac- 

16  cotmt  any  commodity  for  ftiture  delivery  on  or  subject  to 

17  ihe  rules  of  any  contract  market.". 

18  SIC  SB.  tmiAwruL  to  act  as  floob  nuon  o>  BKOicn 

19  WnWHTT  UGOntAlION. 

20  (a)  In  Oenzrai. — Sectiin  4e  (7  \JS.C.  fie)  is  ameod* 

21  ed  to  read  as  follows: 

22  "SBC  te  tfNLAWnjL  TO  ACT  AS  FLOOt  TKADEK  OK  IKOEEK 

23  WITHOUT  UGISTKATION. 

24  "It  shall  be  unlawful  for  arty  person  to  act  as — 
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1  "(1)  1  floor  tiader  in  executing  purchases  and 

2  sales;  or 

3  "(2)  a  floor  broker  in  executing  an  order  for  tbe 

4  '        porcbase  or  sale  of  any  commodity  for  future  deliv- 

5  ay,  or.  involving  any  contract  of  sale  of  any  com* 

6  modirjr  for  future  delivery,  oa  or  si^ject  to  ±e  rules 

7  of  any  coniraa  market, 

8  unless  such  perun  shall  have  legistered,  under  this  Act, 

9  with  die  Commission  as  sudi  floor  tiader  or  floor  broker 

10  and  such  registration  shall  npt  have  e:q)ired  nor  been  sus- 

11  ponded  nor  tevcdced.". 

12  (b)  Effecitve  Dai^— Hie  amendment  made  by  sub- 

13  section  (a)  shall  become  effective  180  days  after  die  date 

14  of  enactment  of  tlua  Act. 

13  su.sn.uiBfnu,TiaNorrLO(MiTKADca& 

16  Tbe  Act  is  amended — 

17  (1)  in  sectioos  4f(lX  4g(lX  and  6d(l)  C7  VS.C 

18  6f(I).  6gCl%  13a-2(l)).  by  strikinf  "or  floor  broker" 

19  and  inierting  "floor  broker,  or  floor  trader": 

aO  (2)  in  sedion  6d(8XA)  (7  U^C  13a-2(8XA}}. 

21  by  mseitiiv  ".  floor  tiader."  after  "Boot  broker"; 

22  (3)  in  section  8a(IX  (7  U^C  12a(l)).  by  snik- 

23  ing  "and  floor  brokea"  and  inaerting  "Boot  bro- 

24  kets.  and  floor  traden";  and 
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1  (4)  in  sections  8a(2XCXi).  8a(2){DXu).  and 

2  8a(3XE)(u)  O  U.S.C.  12a(2XQ(i).  I2a(2KD)(ii),  and 

3  12«(3XEX»)).   by   inserting    "floor  trader."    after 

4  "floor  broker,'*. 

5  TITLE  VI— PENALTIES 

6  SBC  ML  nUUDULEhrr  TRANSACnONS. 

7  TIk  fun  pangia^  of  sectioD  4b  (7  U.S.C.  6b)  is 


9  (1)  by  striking  "or"  u  tbe  end  of  subparagraph 

10  (C); 

11  (2)  by  striking  tbe  period  at  the  eiul  of  sul^Hua- 

12  grqih  (D)  and  inserting  ";  or";  and 

13  (3)  by  tdding  at  tbe  end  the  followiiig  new  sub- 

14  piragr^ih: 

15  "(^  to  engage  in  any  transaction,  practice,  or 

16  come  of  businesa  tbai  (qwrates  as  a  fiand  or  deceit 

17  on  any  person,  or  to  en^loy  any  device,  scheme,  or 

18  artifice  to  de£nud  any  person.". 

19  SBC  Ml  LUHUTV  or  nmiUS  COMMISSION  MUCHAPm. 

20  Sectko  4d  (7  U3.C.  6d)  is  amended— 

21  (1)  by  inserting  "(e)"  after  tbe  section  design** 

22  tion;  and 

23  (2)  by  adding  at  d»  end  die  following  new  sub- 

24  section: 
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1  "(bXO  In  ai^  actioD  bnnight  tmder  secnoo  14(a)  or 

2  22(a}.  or  under  proceduies  provided  by  a  contract  mariut 

3  or  a  ftgiatered  fiinires  asMciation  under  secdon  5a(ll)  or 

4  17(bXIl)t  if  such  action  arises  from  a  violadon  in  the 

5  making  of  a  trade  or  exectuion  of  an  order  <mi  the  floor  or 

6  sobjectio  the  rules  of  a  contract  nuiket,  a  ftuurescommis- 

7  sim  merchant  tiiat  selected  or  contracted  widi  a  floor 

8  broker  (Mio  is  not  an  ec^toyee  of  such  futures  commis- 
'9  sion  meidiaDt)  to  conduct  the  trade  or  execute  ibe  order 

10  from  n4iich,such  claim  arose  shall  be  considered  the  prin- 

11  opal  ci  such  floor  broker,  and  die  floor  broker  shall  be 

12  considered  the  ^ent  of  sudi  fimues  conirnisswn  merchant, 

13  if  bodi  the  floor  hoker  and  die  fnntres  commission  mer- 

14  dunes  m  joamA  as  defaidanis  in  sodi  actioo,  for  pur-' 

15  poies  of  assessing — 

16  "(^  any  award  of  dmages  pnximaiely  caused 

17  by  sodi  violation:  and 

18  "9)  if  sodi  fbures  commission  meidianc  wiQ- 

19  ftiDjr  snd  imentionally  &iled  to  exercise  dkie  dil^ 

20  gence  in  selecting  the  floor  hnker  or  monkonv  tlw 

21  ftTr<TmiiTn  of  die  ctiswmer  onkr  at  issue  in  sndt 

22  actiott,  ai^  award  of  pamdve  or  exemiriary  damages 

23  based  on  sodi  claim. 

24  "(2)  Nodung  in  dus  snbaection  shall  affiect  or  limit 

25  die  liabiliiy  of  a  fbtuies  c 
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1  omission,  or  failure  of  an  employee  acting  for  such  fumres 

2  conuuissioomeicfaant  pursuant  to  section  2(aXl)(A).". 

3  SIC  M3.  aviL  DAMAGES. 

4  (a)  Duties  of  Contract  Majucets.— Sectim  3a(ll) 

5  (7  U^.C.7a(ll))  is  amended— 

6  (1)  by  striking  "(i)"  and  inserting  "(A)"; 

7  (2)  by  striking  "vobmtuy  and  (ii)"  and  insen- 

8  ing  "vohintaiy,  (B)";  and 

'9  (3)'  t^  insening  after  "maiket"  the  following: 

10  ",  and  (O  in  tbe  case  of  a  claim  arising  &om  a  vio- 

11  ladon  in  die  making  of  a  xaiie  or  tbe  execution  of  an 

12  order  on  tbe  floor  or  subject  to  tbe  rules  of  a  con- 

13  tnct  madcet,  sudi  procedure  shall  provide,  to  tbe 

14  extent  appropriaie.  for  payment  to  a  customer  of  pu- 

15  nitive  or  exenqilary  damages  in  addition  to  losses 

16  proximately  caused  by  tbe  violation". 

17  (b)  CoMPLAiKn  AoAiraT  Regotbied  Pebsons.— Sec- 

18  tion  14(a)  C7  U.S.C.  18(a))  is  amended  by  striking  "award- 

19  tog  actual  damages  proximately  £anaed  by  such  violadon" 

20  and  inseniiig  "awarding — 

21  "(1)  actual  damiages  proximately  caused  by 

22  such  violation;  and 

23  "(2)  in  the  case  of  any  action  arising  from  a 

24  willfiil    and    intentional    violation    involving    the 
23  making  of  a  trade  or  executiOD  of  an  order  on  ifae 
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1  '    floor  or  subject  to  die  niks  of  a  contract  maricet,  pu- 

2  nidve  or  exemplaiy  damages  equal  to  oo  moie  than 

3  two  times  die  amount  of  such  actiul  damages". 

4  (c)    Registered    FtmntES    AssbOATiONS.— Section 

5  17(bX10)  U  amended— 

6  (1)  by  striking  "(i)"  and  toseiting  "(A)"; 

7  (2)  by  striking  "vohmiaiy  and  (ii)"  and  insen- 

8  ing  "voluntaiy.  (B)";  and 

9  (3)  by  inserting  after  "maiicet"  the  foUowing: 

10  ",  and  (C)  in  the  case  of  a  claim  arising  from  a  vio- 

11  lation  in  the  making  of  a  tiade  or  die  execution  of  an 

12  order  oo  the  floor  or  subject  to  die  rules  of  a  con- 

13  tnct  Doaricet,  such  procedure  shall  provide,  to  die 

14  extent  qipropriate.  fi»  payment  to  a  customer  of  pu- 

15  nitive  or  ezenqilaiy  damages  in  additioa  to  losses 

16  pnadmately  caused  by  the  violation". 

17  (^  FUVATB  RJOHTS  OT  AciiON.— Section  22(a)  (7 

18  VS.C.  25(a))  is  amended  by  adding  at  die  end  the  fbUow- 

19  ing  new  paragia]dL' 

20  *'(3)  In  any  actioa  aiising  from  a  willful  and  inten* 

21  tional  violatioa  tu  die  making  of  a  trade  or  execution  of  an 

22  order  on  the  floor  or  subject  to  die  ruks  of  a  contract 

23  maiket,  the  person  refened  to  in  paragrqA  (1)  shall  be 

24  liable  for— 
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1  "(A)  actual  damages  proximately  caused  by 

2  such  violadoo;  and 

3  "(B)  punitive  or  exemplary  damages  equal  to 
.  4          00  more  dian  two  times  the  amount  of  such  actual 

5  damages.". 

6  SEC  iH.  cutroMEs  usimrnoN. 

7  Ibe  tenth  sentence  of  section  6(b)  (7  U.S.C  9)  is 

8  amended — 

9  (1)  by  inseiting  "(1)"  after  "may"  the  fust 

10  place  it  appean; 

11  (2)  by  striking  "and,  iT'  and  inserting  "(2)  if'; 

12  (3)  by  striking  "may  suspetid"  and  inserting 

13  "tospeDd"; 

14  (4)  t^  strikiDg  "and  may"  and  insertinK  "(3)"; 

15  and 

16  (5)  by  inserting  befbre  die  period  (be  following: 

17  "and  (4)  require  restitution  to  customen  of  damages 

18  proximately  caused  by  siidi.violadaa". 

19  SECMLINCBSAnDRNALTIIS. 

20  (a)  In  Gdoral.— Sections  6(b).  6(e).  and  9  a  U.S.C. 

21  9. 13b.  and  13)  are  each  amended  by  striking  "S100.000" 

22  each  place   it  appears   and  inserting   "the   higher  of 

23  $100,(XX)  or  triple  the  monetary  gain  to  such  penoa". 
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1  (Jo)  NdNENFQfeQHEHr  OF  RULS  OP  GOVERNMENT  OS. 

2  Other  Violations.— Secnon  fib  (7  VS.C  13a}  is  arnend- 

3  «J— 

4  (1)  by  stnldog  "$100,000"  etcli  place  h  ap- 

5  pean  and  tnseitiDg  "$500,000";  and 

6  (2)  m  die  last  sentence,  by  striking  "die  qipro- 

7  ptiateness  of  such  penalty  u>  die  net  wndi  of  die  of- 

8  fendinf  person  and". 

9  ssc  tu.  ASSESSME^a-  of  HONtr  rnaliii^  collsction  of 

10  PE^fAL-^■s. 

11  Subsection  (d)  of  secdoa  6  (7  U.S.C  9a)  is  amended 

12  to  read  as  follows: 

13  **<dXl)  Ja  delenniDing  die  amount  of  die  money  pen- 

14  alQr  assessed  under  subsection  (b),  die  Commwrioo  shall 

15  consider  the  appropriateness  of  sndi  penalty  to  die  gravity 

16  of  die  violation. 

17  "^A)  Except  as  provided  in  sobparagn^  (B)  and 

18  (Q,  if  a  money  penalty  is  assessed  against  a  pencu  under 

19  sobsectioa  (bX  sndi  person  shall  beginning'  IS  days  after 

20  sndt  assessment— 

21  "G)  be  prohibited  antamaticaUy  firom  trading  on 

22  an  coatr»:t  madcets;  and 

23  **(ii)  if  die  peisan  is  registered  widi  die  Com- 

24  mission,  be  suspended  automatically. 
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1  until  such  persoa  shows  to  the  satisfaction  of  the  Commis- 

2  sion  that  payment  of  such  amount,  widi  interest  on  such 

3  payment  to  the  date  of  payment,  has  been  made. 

4  "(B)  SubpangT^)h  (A)  shall  not  apply  if  die  person 

5  on  whom  the  penalty  ts  assessed  shows  to  die  satisfaction 

6  of  die  Commistim,  widiin  IS  days  from  die  expiration  of 

7  dieperiodaUowedforpayment  of  such  penalty,  that — 

8  "(i)  an  appeal  as  audiorized  by  subsection  (b) 

9  has  been  taken;  or 

10  "(ii)  payment  of  die  full  amount  of  the  penalty 

11  has  been  made. 

12  "(C)  Jf  on  qipeal  the  Commission  prevails  or  if  the 

13  qfpeal  is  H;«tni««wi,  the  automatic  pndiibitiaa  agatost  trad* 

14  ing  and  nupemioD  of  regianatioa  in^KMed  under  sobpan- 

15  ff*pti  (A)  ibaU  become  efEective  on  the  eiqitiatioQ  of  30 

16  days  fiomdie  date  of  judgment  on  die  appeal 

17  "(3)  If  the  peisca  on  whom  a  money  penalQr  is  im- 

18  posed  under  subsection  (b)  &ils  to  pty  such  penalty  after 

19  dM  ]Mpte  of  die  period  allowed  for  qipeal  or  after  the  af- 

20  finnance  of  such  penalty,  the  Commissioa  shall  ttSer  the 

21  matter  to  die  Attorney  Geneiil  «to  shall  leeover  such 

22  peaal^  by  action  in  the  appnqmate  United  States  district 

23  couiL". 
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1  see  «07.  FAISS  INFORMATION  TO  SELF-REGULATORY  ORGaNI- 

2  ZATIONS. 

3  Section  9  (7  U^.C  13)  is  amended  by  adding  at  the 

4  end  the  following  new  subsectum: 

5  "(g)  &  shall  be  a  felony  punishable  by  a  fine  of  not 

6  more  than  $100,000  or  inqnisonment  for  not  more  than  5 

7  yean,  ta  bodi,  togedier  widi  the  costs  of  prosecuiioa,  for 

8  any  peisoa  knowingly  and  willfully  to  falsify,  conceal,  or 

9  cover  up  by  any  trick,  scheme,  or  artifice  a  material  fact, 
10  make  any  false,  fictitious,  or  fraudulent  statements  or  rep- 
U  lesenlalions,  or  make  or  use  ai^  false  writing  or  document 

12  knowing  Ae  same  to  contain  any  false,  fictitious,  or  fraud- 

13  nleot  statement  or  entiy  to  a  contiict  maricet.  board  of 

14  trade,  or  futmes  assodalioa  designated  or'iegisiered  under 

15  diis  Act  acting  in  findiemice  of  its  official  dudes  under 

16  diisAct". 

17  SEC  ML  WILLFin.  VlOi^TIONSt  rALSS  AND  MBLUMNG  STATS- 

Is  tawnsi " 

19  Seaioo  9  ^USjC  13)  (u  aneaded  by  section  607 

20  of  this  AcO  is  findier  amended  by  adding  at  die  end  the 

21  fbUo^igog  new  subsection: 

22  "(h)  Any  person  who  willfitlly  violates  and  provision 

23  of  this  Act.  or  any  rule  ot  regulaiioa  tfaeieuoder  the  viola- 

24  tion  of  which  is  made  unlawful  or  die  observance  of  Miich 
22  is  required  under  the  teims  of  this  Act.  or  any  person  who 
26  willfiilly  and  Icnowingly  makes,  or  causes  to  be  made,  any 
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1  staiemeu  in  any  application.  leport,  or  document  required 

2  to  be  filed  under  this  Aa  or  any  rule  or  regulatioo  tbereun- 

3  der  or  any  undertaking  contained  in  a  registntioo  state- 

4  ment  required  under  this  Act,  or  by  any  contraa  market  or 

5  registered  futures  association  in  connection  with  an  appli- 

6  cation  for  membership  or  participation  tbeiein  or  to 

7  become  associated  widi  a  member  thereof,  which  state- 

8  ment  was  false  or  misleading  widi  respect  to  any  material 

9  fact,  shall  on  conviction  be  fined  not  mote  dian  $500,000, 
10  or  imprisoned  not  more  dian  5  years,  or  hoA,  except  that 
U  no  person  shall  be  subject  to  imprisoruneol  under  this  sub- 

12  sectim  for  ibe  violation  of  any  rule  or  regulation  if  the 

13  person  proves  that  the  pezson  bad  no  knowledge  of  such 

14  mkorregolatiQiL". 

15  SBC  CM.  COMPLAOOS  AGAINn  UGtSTIUD  mSONS;  CLASS 

16  ACTION  SLRS. 

17  Section  14<a)  (7  VS.C.  18(a))  (as  amended  by  section 

18  6(S(b)  of  this  Aa)  is  further  amended— 

19  (1)  by  redesignating  paragraphs  (1)  and  (2)  as 

20  subparagr^^  (A)  and  (6),  respectively; 

21  (2)  by  inserting  "(1)"  >f^  tbe  subsection  des- 

22  ignation;  and 

23  (3)  by  adding  at  the  end  the  following  new 

24  paragraph: 
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1  "(2XA)  An  acnon  may  be  bnught  under  this  subsec- 

2  don  by  any  one  or  more  penons  ijescnbed  in  diis  subsec- 

3  tioa  for.  and  in  behalf  of  such  penon  or  peisons  and  other 

4  peisais  similarly  lioiated,  if  the  Commission  pemics  such 

5  actions  puisuant  to  a  final  nile  issued  by  the  Commissioo. 

6  "(B)  Not  later  dun  270  days  after  die  date  of  enact- 

7  ment  of  this  paiagrajdi.  the  Commission  shall  propose  and 

8  poblish  f<x  public  comment  such  rales  are  are  necessary  to 

9  cany  out  subpuagraph  (A).  In  developing  such  rules,  die 
10  Commission  shall  consider  die  potential  impact  of  such  ac- 
U  tioos  on  lesouices  available  to  ^die  repaiaiitms  sjWem  es- 

12  lablisbed  under  this  Act  and  die  lelative  merits  trf  brii^ing 

13  audi  actions  iaFedeal  camL". 

14  sec  SU^KNALTIB  RUDY  AKDGtRDELINIS. 

15  (a)  Study.— The  Commodity  Futures  Tiading  Oaa- 

16  tniiMinfi  ahaii  study  die  penalties  die  Cnnmissim  in:q>oses 

17  against  persons  foond  to  have  violattd  die  Commodity  Ex- 

18  dtange  Aa  (7  U^.C  1  et  seq.)  and  die  penalties  imposed 

19  by  contract  maikets  against  persons  found'to  have  violated 

20  Ifaeir  respective  rales  estaUisfaed  under  such  Act. 

21  (b)  RSFORT.— Not  later  duu  2  yean  after  die  date  of 

22  f^iKrrn'"''  of  diis  Act,  die  Commission  shall  submit  to  die 

23  CcMnmineeoa  AgiiculnireofdieHouseofRepiesentatives 

24  and  die  Ccmmitiee  on  Agiiculture.  Nutriiioa.  and  Foresoy 
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1  of  dK  Senate  a  repon  that  describes  tbe  results  of  the  study 

2  conducttd  under  subsecdon  (a).  The  repon  shall — 

3  (1)  include  an  analysis  of  whether  s^tematic 

4  dififereoces  exist  among  penalties  imposed  by  various 
3           contract  maikets  for  similar  offenses,  and.  if  so,  tbe 

6  causes  ai  such  diffeiences; 

7  (2)  propose  industry-wide  guidelines  or  rules  to 

8  nuke  penalty  levels  among  exchanges  consistent,  in- 
-  9  eluding,  if  appropriate,  minimum  penalties  or  petialty 

10  nuiges  for  various  offenses;  and 

11  (3)  propose  guidelines  or  rules  to  make  Com- 

12  miision  petta^  levels  consistent,  inchiding,  if  tpptO' 

13  priate.  wiwiimtiTTi  penalties  or  penalty  ranges  for  vaii- 

14  oos  (rffimaes. 

15  TITLE  Vn— ASSISTANCE  TO  FOREIGN 

16  FUTURES  AUTHORiriES 

17  SK.iM.DDiNmwiorrouiGNnmjiccsAimiOHrTY. 

18  Sectiaa  2(aXl)(A)  (7  U^.C  2.  4)  (as  amended  by 

19  wctiaQ  501  of  tfab  Act)  is  further  amended  by  adding  at 

20  die  end  the  following  new  sentence:  "TIk  term  'foteign 

21  fbmies  antbority'  means  any  foreitn  government,  or  any 

22  deparaneni,  agency,  governmental  body,  or  regulatory  or- 

23  ganization  etiqxmered  by  a  foreign  government  to  admin- 

24  ister  or  enforce  a  law,  rule,  or  leguladoa  as  it  iela»s  to  a 

25  futures  or  options  matter,  or  any  department  or  agency  of  a 
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1  political  subdivision  of  a  foreign  government  enqioweRd 

2  to  administer  or  enforce  a  law,  lule,  or  regulatioa  as  it 

3  relates  to  a  futures  or  optioiis  matter.". 

4  SKCTSLSUBVOCNAAimiOKrrY. 

5  llie  third  sentence  of  section  6(b)  (7  VJS.C  15)  is 

6  amended'^ 

7  (1)    by    striking    "Aa    and"    and    inserting 

8  "Act.":  and 

9  (2)  by  stiildi^  "Act,"  and  insetting  "Act,  and 

10  tot  Ate  puipose  of  any  action  taken  under  section 

11  12(g),". 

12  SBC  703.  DISCLOSURE  BY  THE  COMMOSION  or  INFOKMATIONKE* 

13  CBVip  PSOM  FCMUIGN  nmiBCS  AtTTHOBmES. 

14  Sectioa  8(b)  (7  U.S.C  12(b))  is  amended  by  adding  at 

15  tfae  end  the  followii^  new  sentence:  "Nodiing  in  this  sub- 

16  section  shall  tp^  to  the  dtsdoaore  of  data  or  infermation 

17  obtained  by  die  Commissioa  fiom  a  foreign  futures  author- 

18  ity.". 

19  SBCTMDISCLOSUmSBrTHECOMMISnONariNFOBMATIONTO 

20  rowncNFvnAiSAUTBOBniEs. 

21  Section  8(e)  O  U.S.C  12(e))  is  amended— 

22  (I)  in  die  fiftti  sentence — 

23  (A)  by  inserting  after  "juiisdictioa."  the 

24  fiist  place  it  appears  to  following:  "any  for- 

25  eign  futures  autiiority,";  and 
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1  (B)  by  inserting  after  "such"  the  foUow- 

2  ing:  "foreign  fuoiies  authority,";  and 

3  (2)  in  the  last  sentence — 

4  (A)  by  inserting  after  "infomudoo  to  a" 

5  the  following:  "foreign  futuits  authority  or  to 

6  t"; 

7  (B)  by  inserting  after  "disclosed  by  such" 

8  die  following;  "foreign  futures  authority,";  and 

9  (O  by  inserting  after  "or  agency  thereof 

10  the  following;  "or  foreign  futures  authori^". 

11  SEC  T0f.COOK3lATIONWIT1I  FOREIGN  FUnnESAtrnKHtniES. 

12  Section  12(a)  (7  U^.C  16(a))  is  amended  by  inseit- 

13  mg  after  "diereof."  the  foQowiog:  "my  foreign  futures 

14  wthotiiy,  my  depanment  or  igeo^  <rf  a  foreign  govem- 

15  mentor  politick  subdivisiai  thereof,". 

16  SMC  Ttt,  INVESTKiAIIVl  ASSBTANCX  TO  FOREIGN  nmntS  AU- 

17  TWMunis. 

18  Section  12  (7  U.S.C  16)  is  amended  by  adding  at  the 

19  end  Ax  foUowing  new  subseclioa: 

20  "(0(1)  On  request  finm  a  foreign  fotuies  authority, 

21  die  Commissioa  may.  in  its  discretioo.  provide  assistance 

22  in  accordance  with  this  section  if  the  requesting  authority 

23  states  that  die  requesting  authority  is  conducting  an  inves- 

24  tigatioa  dial  it  coosideis  necessary  to  dettrmine  «4iether 

25  any  person  has  violated,  is  violating,  or  is  about  to  violate 
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1  aay  bw.  nile.  or  reguladoa  relating  to  a  fiiiures  or  opdons 

2  matter  that  the  requesting  autboriqr  administen  or  en- 

4  "(2)  Tile  CommissKKi  may  conduct  sudi  investiga- 

5  tiea  as  Ae  Commission  considen  oecessaiy  to  coUea  in- 

6  fomution  and  evidence  pertineiu  to  the  request  for  assist- 

7  ance. 

8  "(3)  Such  assistance  may  be  provided  without  regard 

9  to  i^iether  the  &cts  stated  in  die  requesr  would  also  consti- 

10  tuteaviolaii(nofa]awofdieUnitedStates. 

11  "(4)  In  decidii^  whether  to  provide  assistance  under 

12  diis  subsectiofi,  the  Commission  shall  consider  whether — 

13  "(A)  die  requesting  auttiori^  has  agreed  to  pro- 

14  vide  recqitocal  assistance  to  die  Conmiiwion  in  fli- 

15  tmes  and  optiooa  manets;  and 

16  "(B)  conqiliance  widi  the  request  would  pteju- 

17  £ce  the  public  imsiest  of  die  United  States.". 

18  sic.»r.rAmixnnoMroutna«punusAUTHOsmKS. 

19  Sectioa  12  (7  USJC  16)  (as  arnmded  by  section  706 

20  (tf  this  Act)  is  further  imr~<*«*  by  addii^  at  die  emt  the 

21  toSiowia%  new  sectioa: 

22  "(g)  Notwithstanding  any  other  provision  of  law,  the 

23  Coomiissian  may  accept  payment  and  leimbursement,  in 

24  cash  or  in  kind,  from  a  fbteiga  futures  audioiity,  or  made 

25  on  behalf  of  such  audiority,  for  necessary  expenses  tn- 
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1  cuned  by  the  Coouiussion  (including  its  members  and  em- 

2  ployees)  in  carryiag  out  acy  invesdgadoa  conducted  pur- 

3  suant  to  this  secdan  or  in  providing  any  other  assistance  to 

4  a  foreign  fiimres  auihohty.  Any  payment  or  reimbursement 

5  accepted  under  this  subsecticn  shall  be  considered  a  reim- 

6  buisement  to  the  qjpropriaied  funds  of  the  Coomussion.". 

7  TITLE  Vm— GENERAL  PROVISIONS 

8  seCMLrnacsTitAiNiNorokBBGisTRAffTS. 

9  (a)  Mandatory  T^iAiraNQ  for  RECisnuNTS.— Sec- 
10  don  4p  (7  U^.C.  6p)  is  amended — 

U  (1)  by  inserting  "(a)"  after  die  section  designa* 

12  tioo:  and 

13  Q)  by  adding  at  die  end  the  foDowiog  new  sub- 

14  sectioa: 

15  "(b)  Tbe  Commission  sbaD  iasoe  legulatioiis  to  ce- 

16  quire  new  regisuims,  widiin  6  moodis  after  receiving  such 

17  regisiratioa,  to  anend  a  mining  session,  and  all  other  ng* 

18  istranti  to  anend  pedodie  training  sessions,  to  ensure  diat 

19  Tegistrana  understand  dieir  respoosibilidei  to  dw  public 

20  under  diia  Act,  including  responsibilides  to  observe  just 

21  nd  equitable  prinqpks  of  Hide,  any  rule  or  regulation  of 

22  die  Commisiioo,  any  rule  of  any  approptine  cootiKt 

23  market,  regisKred  fluures  association,  or  odwr  self-regula- 

24  tory  organizadon,  or  any  odier  applicable  Federal  or  State 

25  law.  rule,  or  reguUdon.". 
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.  1  (b)  REGUiAT:oNS.^Tlie  Commodity  Futuiea  Trading 

2  Commission  shall  issue  the  regulations  required  by  secdon 

3  4p(b)  of  die  Commodity  Exchange  Act  (as  added  by  sub- 

4  section  (a)  of  this  section)  no  later  dum  270  days  after  the 

5  dateofenacmientof  diisAcL 

6  StC  m.  UTHDERCOVU  WntAnONS  AND  INFOKCEMINT. 

7  Section  8(a)  O  U^.C  12(a))  is  amended— 

8  (1)  by  designating  the  first  and  second  sen- 

9  .       tences  as  paragraphs  (1)  and  (2),  respectively;  and 
10  (2)  by  adding  at  die  end  die  following  new 

•11  paragraph: 

12  "(3XA)  Notwidistanding  sections  2(a)(7}  and  9<d)  of 

13  diis  Act,  aectioa  394S  of  title  5,  United  States  Code,  sec* 

14  tioQS  1341,.3302(b),  and  9102  of  title  31  of  soch  Code,  and 

15  sections  254  and  235  of  title  41  of  sodi  Code,  die  Com- 

16  fntMwwi  may,  by  order,  authorize  specified  employees  to 

17  conduct  undercover  investigaiions  where  die  Commission 

18  has  reasoD  to  believe  dial  violations  of  diis  Aa  may  have 

19  occurred,  may  be  occuiring,  or  may  be  about  to  occur  to 

20  ascertain  wfaedier  proceedings  under  this  Act  with  respect 

21  U  such  violations  are  appropriate. 

22  "(B)  Tbc  Commissiao  siiaU  notify  the  Attorney  Gen- 

23  eral  and  other  qipropriaie  Federal  w  State  law  enforce- 

24  ment  officials  befisre  initialing  an  investigation  under  this 

25  paragraph.  The  Commission  shall  not  adopt  an  order  under 
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1  subpafagi^b  (A)  unless  the  Coaunissim  has  fust  made  a 

2  request  to  the  Attorney  General  that  the  Aoomey  CeDeial 

3  conduct  the  proposed  undercover  investigation  and  the  At- 

4  tomey  General  has  declined  to  do  so. 

5  "(C)  In  conducting  such  investigations,  the  Commis- 

6  sion  may  coordinate  with  and  seek  the  assistance  of  other 

7  Federal  or  State  law  eiif(»cement  authorities,  contract  mar- 

8  kets,  registrants,  or  other  private  parties  as  the  Commission 

9  comiders  appropriate. 

10  "(D)  During  the  .condua  of  an  investigation  under 

11  this  paragraph,  the  emplojrees  conducting  such  invesdga- 

12  tiiaa  shall  repon  lo  die  Cbatiman  of  the  Commission  no 

13  less  dian  once  evoy  90  days  on  the  progress  of  such  inves- 

14  tigatioo. 

15  "(E)  A  Commiasion  enqiloyee  who  participates  in  a 

16  violation  of  this  Act  in  the  course  and  as  a  necessary  ele- 

17  ment  of  an  undercover  iovestigatitHi  authorized  under  this 

18  paiagrqih  shall  not  be  li^le  in  any  action  or  proceeding 

19  arising  &tsn  sudi  violatiaa. 

20  "(F)  Tbe  Commission  shall  by  rule  adopt  procedures 

21  governing  die  conduct  of  such  investigations  that  are  simi- 

22  lar  to  guidelines  adopted  by  the  Attorney  General  for  the 

23  conduct  of  undercover  investigaiioas.". 
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1  SEC  to.  ACCESS  BY  GAO  TO  INF0RMATKM4  MAIMTAIMED  BY 

2  SELF-AZGULATOKY  OBGAMZATIONS. 

3  Section  8(i}  O  U^.C.  12(i))  is  amended— 

4  (1)  t^  iDsertn^  "(1)"  after  die  subsection  des- 

5  ignadon; 

6  (2)  by  striking  ",  except"  and  all  diat  follows 

7  through  die  period  at  the  end  of  die  subsection  and 
-  8  inserting  a  period;  and 

9  (3)  by  adding  at  die  end  the  following  new 

10  paragr^ihs: 

11  "(2)  For  the  poipose  of  conducting  reviews  and 

12  audits  under  paiagnph  (IX  die  ConqKroOer  General  and 

13  any  duly  andutized  representative  shall,  under  die  terms 

14  and  conditiooa  ^plieaUe  to  the  Commissioii,  have  access 

15  to  and  die  ri^  to  """*  all  records  and  odier  recorded 
.  16  uiTuuuation,  in  any  fbini,  and  to  examine  any  property  that 

17  is  widiin  die  possession  and  conmd  of  any  contract 

18  *"****.  deario^iDuset  or  registered  fiunies  associanon 

20  provides  computer  services  to  soch  self-regulaiory  organi- 

21  zadon  or  die  Commissioa  to  die  extent  the  rec(»ds,  tnfor- 

22  matiaQorpropeity  relate  to  sudicooqniier  services. 

23  "(3)  Tix  Comptnlkr  General  shall  maintain  die 

24  iuwMi  level  of  confidentiality  for  mfoimadon  made  avail- 

25  abie  under  fhi»  paiagiaiA  as  die  Commission.  Officeis  and 

26  employees  of  the  General  Accounting  Office  shall  be  sub- 
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1  ject  10  the  same  sunitory  penaldes  for  unauthorized  disclo- 

2  sure  or  use  as  officers  and  employees  of  the  Commission. 

3  "(4)  The  ComptroUer  General  shall  not  include  in  re- 

4  ports  dau  and  information  that  would  sepaiauly  disclose 

5  the  business  transactions  or  market  positions  of  any  person 

6  and  uade  secrets  or  names  of  customers,  although  such 

7  dan  shall  be  provided  Oa  request  by  any  committee  of 

8  either  House  of  Congress  acting  widiin  the  scope  of  its 

9  juiisdictiotL 

10  "(5)  The  Comptroller  General's  right  of  access  under 

11  this  section  shall  be  enforceable  pursuam  to  section  716  of 

12  title  31,  United  States  Code.". 

13  SIC  M«.  ENHANCSMKxr  or  UGICTBATXW  SZQUIRIMimS. 

14  (a)  bouNCnora.— Ctarae  (it)  of  section  8a(2XC)  C? 

15  U.5.C.  122(2X000)  is  amended  to  read  as  follows:  "(ii) 

16  engagiDg  in  or  contmuing  amy  activi^  where  such  activity 

17  involves  embezzlement,  theft,  extonvm.  fraud,  finudulent 

18  conversion,  misqipropriation  of  funds,  securities  or  piop- 

19  eity,  forgery,  eoimteifeiting.  false  pietenses,  bcSMry.  gam- 

20  blii^,  or  any  transacdon  in  or  advice  concemii^  contracts 

21  of  sale  of  a  commodity  for  future  delivery,  concerning 

22  maoers  subject  to  Commission  regulation  under  section  4c 

23  or  19,  or  conceming  securities". 

24  (J>)     Certain     Vkjiattons     ot     Law.— Section 

25  8a(2XD)(iv)  is  a 
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1  (1)  by  inserting  .'nooi."  after  "152,"; 

2  (2)  by  striking  "or"  filter  "1342,'': 

3  .      (3)  by  maertmg  *'1303. 1623. 1961, 1962, 1963. 

4  or  2314."  after  "1343.":  and 

i  (4)  by  inseiting  ",  or  sectioa  7201  or  7206  of 

6  die  Auemal  Reveone  Code  of  1986"  after  "Code". 

7  (c)  OiHER  ^^CXAISONS  Of  I>w.— Sectioo  8a(2)(E)  is 

8  aTnmriril 

9  (1)  by  striking  "by  any  court  of  om^tent  ju- 

10  risdiction,"     and     insertij^     "in    a    proceeding 

11  brought";  and 

12  Q)  in  clause  0).  by  inserting  "chapter  96  of 

13  title  18  of  die  Uaited  States  Code,"  after  "1977,". 

14  (d)  RsomitA'ncm  REvpcAnoN  Based  on  Inaccurate 

15  STAiEMENn,— Secdoa  8a(2XG}  is  amended — 

16  (1)  by  striking  "subparagrqdis  (A)  ducugh  (F) 

17  of  this  pangi^ih,"  and  inseiting  "this  paragraph 

18  and  p«I^^^)h  OVi 

19  (2)  by  strikiiv  "maierial"  die  first  place  it  ap- 

20  pean  and  inserting  "materially";  and 

21  (3)  by  striking  "^jplicatioa"  and  inserting  "qi- 

22  pUcaiioa  or^any  iqidaie  dieiett>". 

23  (e)  Oeneral  FElwy  Convctions.— Secdon  8a(3XD) 

24  is 
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1  (1)  by  inserting  "pleaded  guilty  ra  or"  after 

2  "person"; 

3  (2)  by  inserting  a  comma  after  "sectioo"  the 

4  Hrst  place  it  appean; 

3  (3)  by  striking  "widiin  tea  yean  preceding  the 

6  filing  of  the  application  or  tt  any  time  dieieafier,"; 

7  W  by  strildi^  ".  inchiding  a  felony";  and 

8  (5)  by  striking  ",  mote  than"  and  inserting 

9  "moie  dian".  . 

10  (0  Special  I^lony  C0NVicnCM4S.— Sectioa  8a(3XE) 

U  isameiuled — 

12  (1)  by  inserting  "pleaded  guil^  to  or"  after 

13  "penoo"; 

14  (2)  by  striking  ".within  ten  yean  preceding  tbe 

15  filing  of  die  qvpUcation  fm-  registration  or  at  any 

16  time  Ifaeieafter";  and 

17  (3)  in  clause  Qv).  by  inserting  ",  or  sectioo 

18  7203.  7204,  7205.  or  7207  of  dK  Xmemal  Revenue 

19  Code  of  1986"  after  "Code". 

20  (g)  RiOBiitATroN  Denied  or  Condfiioned  Based  on 

21  iNAOcmun  Statemekts. — Section  SaOXO  u  amend- 

22  ed— 

23  (1)  by  striking  "maaiial"  die  fint  place  it  ap- 

24  pean  and  inserting  "materially"; 

25  (2)  by  sniking  die  comma  after  "qiplicuioo"; 
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1  (3)  by  inserting  "or  any  update  thereto,"  after 

2  "qiplication"; 

3  -     (4)  by  striking  "tbereunder,  or"  and  inserting 

4  "hereunder,";  anrf 

5  (5)  by  insertiag  ",  or  in  any  registration  dis- 

6  qmlificatioa  proceediiv"  after  "before  the  Commis- 

7  sioo". 

8  (h)    Non-Federal    Qumnal    Conduct.— Section 

9  8a(3)0I)  is  amended  by  inserting  ".  in  a  United  States 

10  mUitaiy  court,"  after  "State  court". 

11  (Q  ExisnNO  REsnucnoNS  on  Memsershits.— Section 

12  8a(3XDi>  amended— 

13  (1)  by  stdldng  "or"  after  "assodatioci,"  tbe 

14  fine  ^ace  it  qipears; 

15  O)^  iuerting  "or  any  foreign  regulatory  body 

16  tfut  the  Coonotssion  iccogmzes  as  haying  a  compa* 

17  nble  regulatory  program,"  after  "organJTition."  die 

18  first  pliee  it  appears; 

19  (3)  by  striking  "or"  after  "associatioa,"  die 

20  second  place  it  iqipears;  aixl 

21  (4)  striking  "organization:"  and  inserting  "or- 

22  gtrfratton,  <v  fi»eign  regnlatoiy  body;". 
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1  SEC  ns.  HDUNC  AND  COMPENSATION  AUTHOBITY  OF  COMMIS- 

2  SIGN. 

3  (a)  In  General.— Section  12(b)  (7  U.S.C.  16(b))  is 

4  amendec^ 

5  (1)  by  designating  the  fint  diFOugh  third  sen- 

6  tences  as  pmgraphs  (I)  through  (3),  respectively; 

7  and 

8  (2)  by  adding  at  die  end  die  foUowiiig: 

9  "(4XA)  The  Commissiai  shall  fix  the  compensation 

10  and  number  of,  and  appoint  and  direct,  enq)loyees  of  die 

11  Commission.  Rates  of  basic  pay  for  enqiloyees  of  the 

12  CotnmissioQ  may  be  set  and  adjusted  by  die  Commission 

13  without  fegaid  to  die  provisions  of  chapter  51.  subchq)ters 

14  niand  Vm  of  chapter  33.  and  duster  S4  of  title  3.  United 

15  States  Code. 

16  "(B)  Tlie  Commission  may  provide  additional  com- 

17  pensation  and  benefits  to  employees  of  die  OHomission  if 

18  die  same  type  of  compensation  or  beoefia  are  then  beii^ 

19  piDvided  by  any  Federal  bank  legulattxy  agency  or,  if  not 

20  diea  being  provided,  could  be  provided  by  sudi  an  agency 

21  imder  ^iplicable  provisions  of  law,  rule,  or  regulatioiL  In 

22  settiDg  and  adjusting  the  total  amount  of  condensation  and 

23  benefits  for  employees  of  the  Commission,  Ae  Coounis* 

24  sion  shall  seek  to  m«inr«tn  conqHuability  with  the  Fedeial 

25  bank  regulatoiy  agencies.  For  the  purpose  of  this  paia* 

26  graph,  the  term  'Federal  bank  regulatory  agency'  means 
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1  tbeBoardof  Governors  of  the  Fedenl  Reserve  System,  the 

2  Office  of  die  Comptroller  of  the  Cuirency.  the  Federal  De- 

3  posit  Insurance  Coiporadoa.  the  OCBce  of  Thrift  Supervi- 

4  sion.  and   Ae   Natiraal   Ciedit  Union  Administration 

5  Board.". 

€  (b)  Recuiations.— Ibe  Commodi^  Futures  Trading 

7  G}mniission  shall  issue  and  submit  to  Congress  proposed 
-     8  reguUtioiis  to  carry  out  die  (HP<«HfT"mt  made  by  subsec- . 
9  tion(a)oftliissecti<»L 

10  (c)  EFFEcnvE  Date. — Sudi  amendment  and  regula- 

11  tions  shall  beccsne  effective  30  legisluive  days  or  90  cal- 

12  endar  days,  Miidiever  is  later,  after  submissicn  of  such 

13  regulations  lo  Congress. 

14  SBcaoLsiKvicBncs. 

15  (a)  Jm  C^NERAl.— Section   12  (7  U.S.C    16}   (as 

16  atnended  by  sectioos  706  and  707  of  dus  Act)  is  fiinher 

17  ""*~***'  by  adtfing  at  die  end  die  fbllowmg  new  subsec- 

18  tioo: 

19  "OiXl)  NoCwidBtandtng  any  odier  pravisico  of  law, 

20  the  Ccnnmission  shall  promulgate,  after  notioe  and  oppor- 

21  mni^  feM*  heaiing,  a  schedule  of  appropriate  fees  to  be 

22  diarged  for  services  rendered  and  activities  and  ftmcttoos 

23  perfoimed  by  die  CcHnmissioo  in  conjunctioa  with  its  ad- 

24  ministiaiion  and  enforcement  of  diisAcL 


cibv  Google 


141011.444  Si_C 
SI 

1  "(2)  Such  fees  shall  reflect  the  cost  to  the  Coounis- 

2  siOQof— 

3  "(A)  tnonitoriog  trading  on  the  floors  of  desig- 

4  ntted  contiact  ouukets  to  prevent  and  deter  viola- 

5  tions  of  this  Act; 

6  "(B)  supervising  cooiraa  niaikets,  futures  asso- 

7  ciatioiu.  leverage  tnnsactioa  merchana,  and  other 

8  registrants  to  ensure  compliance  with  self-regulatory 

9  standards  established  under  this  Act; 

10  "(C)  analyzing  and  designadag  tiew   futures, 

11  opticm.  or  leverage  ctnufacts;  and 

12  "(p)  nidi  odier  services,  activities,  and  fiinc- 

13  tioDi  as  die  Commission  finds  appropriate  for  such 

14  tea. 

15  "(3)  In  promulgiting  a  schedule  of  ^ipropiiate  fees 

16  under  this  subsection  to  be  assessed  against  persoiu  bene- 

17  filing  from  services  rendered  ot  activities  perfbrmed  by  die 
Ig  Commission,  the  Commission  may  consider  phasing  in  any 

19  new  or  inoeaaed  tee*.  Jn  making  sudi  deteiminatiaa.  tbe 

20  Cammissioa  shall  consider  (A)  die  immediate  impact  oo 

21  tbe  Ftelenl  budget  of  increasing  die  size  and  scope  of  die 

22  Commission,  and  (B)  the  burden  of  odier  reasonable  costs 

23  being  borne  by  such  persons  for  purposes  of  such  persons 

24  coming  into  compliance  with  the  standards  of  section 
23  5a(13).". 
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1  (b)  CONKMtMiNO  Amendment. — Section  26  of  the  Fu- 

2  tuies  Trading  Act  of  1978  a  VS.C.  16a)  is  repealed. 

3  SEC.MT^ArrSAl.SBYUGISTEKEbFUTimESASSOCIA'nONS. 

4  Sectica.  17(0(4)  (7  VS.C  21(1X4))  is  amended  by 

5  striking  "(other  dian  a  legisuiedftnuies  association)". 

6  SECSH.TELZMABKmNGFKAUa 

7  Section  17  (7  U.S.C'21}  is  amended  by  adding  at  the 

8  end  tbe  followtng  new  subsection:  ■ 

9  *'(r)  Each  futures  association  registeRd  under  this 

10  section  shall,  subject  to  die  approval  of  die  Commission 

11  pursuant  to  subsection  O*)*  adopt  a  nile  specifying  the  fac- 

12  lois  it  win  consider  in  detennining  wbeOier  to  issue  a  sum- 

13  Quuy  member  re^Mnsibility  action  or  odier  disc^linaiy 

14  action  to  require  a  member  to  adopt  ^lecial  supervisory 

15  pioceduies  relating  to  telephone  solicitations  for  new  fli- 

16  ones  or  options  customer  accounts.  Sudi  procedures  shall 

17  wquire  at  a  fninifmim  that,  with  lespect  to  an  individual 

18  wifli  no  pievious  flmnts  Of  options  Hading  experience  ndio 

19  was  solidiEd  by  teleiriione,  the  member  may  not  enter  any 

20  order  fbr  sndi  tndtvidnal  for  a  period  of  not  less  dian  3 

21  days  after  the  individual  signs  die  lequiied  acknowledg- 

22  matt  of  receipt  of  die  qipUcaUe  lislc  disclosure  state- 

23  mem.". 
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1  SSC  M».  VENUE:  SERVICE  OT  PBOCESS. 

2  Section  22(e)  (7  U.S.C.  2J(c))  is  amended  by  idding 

3  u  the  end  die  foUowiog  new  sentences:  "Any  action 

4  brought  under  subsection  (a)  may  be  brought  in  any  dis- 

5  tiict  in  which  the  defendant  is  found  or  is  an  inhabitant  or 

6  transacts  business,  or  in  the  district  in  irtiich  any,  act  or 

7  tiansaciion  constiOitiDg  the  violation  occurred.  Process  in 

8  such  action  may  be  served  in  any  district  of  vbich  the 

9  defendant  is  an  inbabitant  or  wherever  the  defendant  niay 

10  be  found.". 

11  SBC  tUb  STtJDr  or  DBUVEEV  POOfTS  FOR  AGIUCU,TVRAL  COM- 

12  MOHTY  CONTRACTS. 

13  (a)  Study.— Hie  CtHx^aoUer  Geaenl  of  ±e  United 

14  States  Shan  conduct  a  study  of  die  provisi<n  for.  and  ftinc- 

15  tioning  of,  deliveiy  points  regarding  coomcts  of  sale  for 

16  ftuuie  deliveiy  of  any  agricultural  ccnnnDdity  to  deteimine 

17  wfaedier  the  otiijeccives  of  section  5a(10)  of  die  Commodity 

18  Exchange  Aa  O  VS.C.  7a(10))  are  being,  achieved,  llie 

19  study  shall  also  examine — 

20  (1)  ^idiedier  die  objectives  of  such  Act  relative 

21  to  such  deliveiy  points  need  to  be  revised; 

22  (2)  whedier  die  availability  and  adequacy  of 

23  storage  facilities  fbr  agricultural  commodities  at  such 

24  deliveiy  points  affect  piices; 

25  (3)    whether   die   number,    accessibility,   and 

26  volume  of  storage  facilities  at  such  delivery  points 
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1  .cootribute  xo  comisteocy  and  reasonableness  in  price 

2  discovery  in  the  contract  maiket; 

3  ' .  (4)  whether  a  system  of  delivery  in  cash  under 

4  such  contracts  of  sale  for  fiiture  delivery  would  be 

5  feasible  and  would  further  the  public  interest  in 

6  hedging  and  price  basing  for  agricultural  commod- 

7  icies; 

8  (S)  whether  special  concerns  about  the  adequacy 

9  of  delivery  are  raised  by  the  participadon  in  such 

10  cratracts  of  international  corporations  whose  com- 

11  meicial  needs  for  physical  commodities  may  be 

12  global;  and  ^ 

.13  (6)  sudi  odier  issues  relating  to  such  delivery 

14  points,  u  the  Con^KroQer  General  detennioes  rele- 

15  vant  10  the  efficient  (iteration  and  improvement  of 

16  contiact  markets  for  ^licultural  commodities. 

17  (b)  JtxPOKt. — N«  later  than  1  year  after  the  date  of 

18  enactment  of  this  Act,  the  ConqKroUer  General  shall 

19  aidxnit  to  die  Cfl^n'"^  on  AgiicultDie  of  the  House  oi 

20  Representatives  and  die  Committee  on  Agriculture,  Nutri- 

21  tion,  and  Forestry  of  die  Senate  a  reiiprt  containing  dw 

22  lesulls  of  die  snui^  ccmducted  under  subsection  (a),  togeth- 

23  er  widl  any  appropriate  recommendations. 
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1  SEC  IM.  VENUEj  SERVICE  or  PROCESS. 

2  Section  22(c)  O  U.S.C.  22(c))  is  amended  by  adding 

3  at  the  end  die  following  new  seniences:   "Any  action 

4  brought  under  subiectioo  (a)  may  be  brought  in  any  dis- 

5  trict  in  which  the  defendant  is  found  or  is  an  inhabitant  or 

6  transacts  business,  or  in  die  disnict  in  i^ch  any^act  or 

7  transaction  coostimting  the  violation  occurred.  Process  in 

8  such  action  may  be  served  in  any  district  of  iriiich  the 

9  defendant  is  an  inhabitant  or  wherever  the  defendant  may 

10  be  found.". 

1 1  SEC  SIO.  STUDY  OF  DEUVEKY  PfXMTS  FOR  ACRICU.TVRAL  COM- 

12  MOOiTY  cormucTS. 

13  (a)  Study. — The  CtrnqxroUer  Cenenl  of  die  United 

14  Stites  Shan  cooduct  a  study  of  tbe  provisioo  for,  and  func- 

15  ttooii^  of.  deliveiy  pcnnts  regarding  ctmtracts  of  sale  for 

16  finure  deliveiy  of  any  agricultural  coomiodity  to  determine 

17  wiKdur  the  objectives  of  sectioa  Sa(10)  of  die  Commodity 

18  Exchange  Act  (7  U3.C.  7a(10))  are  being,  adiieved.  "Hie 

19  study  shall  also  examine- 
so  (1)  i^dier  die  objectives  of  such  Act  relative 

21  to  such  deliveiy  points  need  to  be  levised; 

22  (2)  wfaedier  die  availabili^  and  adequacy  of 

23  storage  facilities  for  agricultural  commodities  at  such 

24  delivery  points  afiect  prices; 

25  (3)    wbedier    die    number,    accessibility,    and 

26  volume  of  storage  facilities  at  such  delivery  points 
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1  xoatdbute  to  consistency  and  reasonableness  in  price 

2  discoveiy  in  the  contract  maricet; 

3  (4)  whether  a  system  of  delivery  in  cash  under 

4  such  contiacts  of  sale  for  fiiiiiie  deliveiy  would  be 

5  feasible  and  would  iimher  the  pubUc  interest  in 

6  hedging  and  price  basing  for  agricultural  commod- 

7  ities; 

8  (5)  whether  special  concerns  about  tbe  adequacy 

9  of  delivery  are  raised  by  the  participation  in  such 

10  contracts  of  intemadonal  corporations  whose  com- 

11  mercial  needs  for  fd^sical  commodities  may  be 

12  global;  and  >; 

.13  (6)  such  odier  issues  relating  to  such  delivery 

14  pokits,  aa  the  Coi^trolkr  General  determines  rele- 

15  vant  to  tbe  efficient  apttatiaa  and  improvemem  of 

16  contiact  markets  for  agiicultuial  commodities. 

17  (b)  REPORT.-^fot  later  than  1  year  after  die  date  of 

18  irnactmem  of  this  Act.  die  CooTtroIler  General  shall 

19  *  sidiaiit  to  die  Commiiiee  on  Agriculture  of  die  House  of 

20  Representatives  and  the  Committee  on  Agriculture,  Nutri- 

21  tioo,  and  Foiestty  of  tbe  Senate  a  lei^it  omtaining  die 

22  results  of  the  study  conducted  under  subsecdoo  (a),  togeth- 

23  er  with  any  appropriate  n 
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1  TITLE  IX— EFFECTIVE  DATE 

2  SIC  ML  EFnCTTVS  DATX. 

3  Except  as  odieTwise  provided  in  this  Act,  this  Act  and 

4  the  imesdmenis  mide  by  diis  Aa  shall  become  effective 

5  oadtedateofenactmeiuofthisAcL 
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All  futura*  cnttractB  txadad  en  Ch«  Board  of  Trada  aira 
subject  to  th*  Board  of  Diraetora'  anargancy  powara.   cboT  Ru1« 
180.00(c).   CBOT  Rula  ISO  00  and  Regulation  170.02  dascrlba  the 
authority  oC  tha  Board  of  Directors  to  address  a  market 
•asrgancy.   These  rules  havs  been  approved  by  tha  CFTC  and  are 
authorized  by  cnc  Regulation  1.41(f). 

In  the  oasa  of  expiring  futures  contracts,  a  request  for 
emefgency  action  can  be  brought  to  the  Chairman  of  the  Board  by 
the  Business  Conduct  cojojnittee,  uhich  is  responsible  for 
nonitoring  contract  expirations  and  detecting  evidence  of 
congestion,  disorderly  liquidation,  and  other  unusual  cr 
suspicious  activity.   It  is  Exchange  policy  to  coordinate  its 
surveillance  efforts  with  the  CFtc,  and  t.o   Iceep  the  CFTC  apprised 
of  its  car\C6tf\a   and  actions   Obviously,  a  request  for  enargency 
action  calls  for  the  Board  s  Iminediate  attention  and  nay  not 
coincide  uith  the  Board  s  regular  monthly  meeting. 

CBOT  Rul*  127.00  provides  that  the  Chairman  may,  or  upon  the 
written  request  of  five  Directors  the  Secretary  shall,  call  a 
special  Board  meeting    Because  the  information  regarding 
potential  emergency  action  is  extremely  sensitive,  it  is  brought 
to  the  attention  of  the  Chairman  confidentially.   As  a  matter  of 
practice  he  and  not  the  Secretary]  would  call  a  special  Board 
meeting  to  consider  emergency  action. 

Special  Board  meetings  may  be  called  for  any  reason, 
including  the  consideration  of  emergency  action   Rula  127.00 
requires  the  secretary  to  give  at  least  one  hour  notice  of  a 
special  Board  meeting.   Such  notice  is  usually  posted  on  the 
Exchange  Floor  Bulletin  Board  (the  "Announcement  on  Change"  called 
for  by  our  rules]  and  supplemented  by  a  telephonic  or  written 
"call  to  the  member  director*.  Tha  thraa  public  Directors,  who 
are  not  members  of  the  Exchange,  nay  be  notified  earlier  to  assure 
their  availability. 

In  tha  case  of  a  special  Board  meeting  called  to  consider 
emergency  action.  Exchange  practice  is  to  adhere  as  closely  as 
possible  to  the  minimum  one  hour  advance  notice  requirement  and  to 
inform  as  few  Oirectora  ds  possible  of  the  meeting  before  the 
notice  is  posted.  Also,  as  a  matter  of  Exchange  policy  special 
Board  meetings  are  scheduled  outside  of  trading  hoLirs  and  any 
notice  of  emergency  action  l*  Bade  public  before  trading  resunas 

to  avoid  disruptions  in  the  market. 

Rule  127.00  limits  the  business  that  may  be  considered  at  a 
special  Board  neetlng  to  "that  embraced^in  the  call."  As  this 
language  implies,  the  "call,"  or  notice  of  the  meeting  to  the 
Directors,  must  describe  the  matter(s)  to  be  considered  at  the 
■aeting.   such  description*  are  general  so  as  not  to  disclose  any 
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marlcat-sansitlva  Intomation.   It  ham  alao  baan  ths  practice  of 
Ui«  Exchanga  to  giva  tha  CPTC  prior  notlca  of  a  spacial  Board 
Baating  at  which  anargancy  action  will  ba  conaidarad. 

To  take  emergency  action  under  Rule  180.00,  a  quorun  of  the 
Board  must  be  deemed  present  and  at  least  orj6   third  of  the  Board 
must  be  physically  present   Under  Rule  125  00  a   quorum  consists 
.of  twelve  Directors   there  are  a  total  of  twenty-four  Directors 
(Rule  120  DO)),  and  under  Regulation  125.01,  a  Director  who  ia  not 
physically  present  may  be  deemed  present  iC  the  Director  is  in 
continuous  conmuntcation  fi.a. .  by  telephone)  with  the  other 
dlrectsra  who  are  daeaad  praaant. 

At  the  beginning  of  a  apwclal  Board  naatlng  to  considar 
emergency  action  relating  to  expiring  contracta,  it  la  Exchanga 
policy  for  the  Chairman  to  poll  aach  Director  who  ia  praaant  to 
determine  whether  the  Director  owns  or  controls  any  position  in 
the  relevant  contract  If  a  Director  discloses  that  ha  or  sh* 
owns  or  controls  any  positions  In  th*  relevant  contract,  tha 
Director  will  be  asked  to  racusa  himsalt  or  harsalf. 

After  it  has  bean  determined  that  gu^fUU  of  disinterested 
Directors  is  prasant,  tha  Board  is  presented  with  'materials  and 
information  relating  to  tha  expiring  contract  in  question.   It  Is 
Exchange  policy  that  the  Board  should  be  provided  with  as  much 
Information  as  is  necessary  to  make  an  Informed  decision. 
However,  market  participant  Identities  are  not  revealed  to  the 
Board  and  every  effort  is  made  to  minimize  disclosure  of  Cha 
specific  positions  of  individual  market  participants.   Naaes  of 
market  participants  are  redacted  from  written  materials  provided 
to  the  Board.   Tha  handful  of  exchange  staff  and  Counsel  who  know 
these  identitiea  do  not  identify  market  participants  to  tha 
Directors. 

Aa  a  mattar  of  practice,  tha  Board  datarmlnas  whether  the 
basis  Cor  anergancy  action  exists,  and,  if  so,  whether  to  take 
action  and  what  action  to  take   Tha  Board's  dallbarations  ar* 
subject  to  the  strictest  confidence.   CBOT  Regulation  188.01  bars 
a  Director  from  knowingly  using  or  disclosing  any  material 
non-public  information  obtained  as  a  result  of  his  participation 
on  the  Board  for  any  purpose  other  than  the  performance  of  his 
oCticial  duties  as  a  Director.   The  decision  to  adopt  an  eaergency 
Ragulation  or  Resolution  must  be  approved  by  two-thirds  of  the 
Directors  voting  where  a  quorum  is  deamed  present  and  at  least 
one-third  of  the  Directors  ar«  physically  present. 

Immediately  after  tha  Board  adopts  an  emergency  Resolution  or 
Regulation,  Exchange  staff  and  counsel  prepare  the  document 
setting  forth  the  emergency  action   The  document  is  presented  to, 
reviewed,  approved  and  executed   by  the  chairman  and  delivered  to 
the  Secretary.   The  Secretary  promptly  posts  the  notice  required 
by  Rule  130.00  on  the  floor  of  the  Exchange  .and  transmits  the 
notice  required  by  CFTC  Regulation  1.41(0(2)  to  the  CFTC's 
Washington  office  by  the  most  rapid  means  available,  generally 
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talacopy.   In  addition,  th*  CPTC  is  notiflad  by  phona.   Saction 
5a(B)  of  Uia  CoBBCxlity  Exchanga  Act  raquiras  thm   Exchanga  to 
•ntorcB  lt«  rule«.   Accordingly,  tha  axchanqa  proaptly 
invasctgacas  all  allagations  that  a  Diractor  has  aisstatad  his 
incarast  in  a  contract  when  poilad  by  tha  Chairman  or  that  a 
Diractor  has  usad  or  disclosad  aacarial  non-public  infonation  in 
violation  of  CBOT  Ragulation  186.01. 
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Senator  Harkin.  Thank  you,  Mr.  Mahlmann. 
Mr.  Melamed. 

STATEMENT  OF  LEO  MELAMED,  CHAIRMAN  OF  THE  EXECUTIVE 
COMMITTEE  AND  SPECIAL  COUNSEL  TO  THE  BOARD,  CHICAGO 
MERCANTILE  EXCHANGE,  CHICAGO,  IL 

Mr.  Melamed.  Thank  you,  Mr.  Chiiirman,  Senator  Lugar,  Sena- 
tor Boechwitz,  members  of  this  committee.  I  will  submit  my  long 
and  speafic  written  statement  for  the  record  euid  only  make  a  brief 
opening  statement  at  this  time. 

CX)NCERNED  ABOUT  THE  LEGISLATION 

Gentlemen  of  this  committee,  the  circumstances  surrounding  this 
legislation  developed  during  the  most  difficult  time  in  futures  his- 
tory. The  Federal  investigation  of  our  markets  cast  a  long  and  dis- 
turbing shadow  on  our  industry. 

This  was  exacerbated  by  a  media  penchant  to  sensationalize 
some  of  these  wrongdoings. 

This  legislation  is  being  developed  during  a  period  in  which  there 
might  be  an  overreaction.  That  overreaction  may  do  great  damage 
to  a  national  resource — the  markets  we  represent. 


Mr.  Chairman  and  members  of  this  committee,  I  can  assure  you 
that  we  feel  as  strongly  as  you  in  our  desire  to  stamp  out  any  and 
all  wrongdoing.  We  nave  proceeded  to  institute  those  rules  and 
those  necessary  elements  to  do  that.  But  these  thin^  must  be  put 
into  perspective.  It  must  be  remembered  that  the  alleged  wrongdo- 
ing to  customers  is  diminishingly  small  compared  to  the  value  of 
services  performed. 

It  must  also  be  remembered  that  the  latest  and  best  estimate 
available  indicates  that  the  cost  of  the  eiUeged  fraud  is  less  than 
one  ten-thousandth  of  a  percent  of  the  overall  value  of  the  services 
honestly  performed  by  these  markets.  And  while  we  agree  that 
even  one  wrongdoing  is  one  wrongdoing  too  meuiy,  and  while  we 
agree  that  we  must  do  everything  in  an  uncompromising  fashion  to 
preserve  our  int^rity  of  these  markets,  we  cannot  do  it  without 
understanding  the  fact  that  we  are  in  a  competitive  world  where 
foreign  competition  is  no  idle  threat. 

FOREIGN  COMPBTmON  IS  NO  ILLUSION 

In  £in  era  of  satellite  communication,  of  fiber  optics  and  micro- 
chips, such  foreign  competition  is  no  illusion.  Our  markets  are  the 
envy  of  the  rest  of  the  world,  and  with  good  reason.  Our  markets 
provide  Eui  indispensable  risk  maneigement  tool,  one  that  every  fi- 
nancial center  in  the  world  would  like  to  have.  These  markets  act 
as  £ui  economic  engine  to  the  coimtries  in  which  they  reside. 

Since  the  Chicago  Mercantile  Exchange  launched  the  financial 

revolution  back  in  1972,  our  meu'kets  at  the  Chicago  Mercantile  Ex- 

ch        ■■  have  Increased  in  volume  by  38,000  percent.  That's  in  only 

'"  vsors.  Smedl  wonder  that  these  markets  have  now  been  an- 

zed  or  created  in  London,  Paris,  Hong  Kong,  Sydney,  Toronto, 
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^»yj—  New  y»i^i)Mn^  Bnml.  Zmidi,  Siddin,  Ftankfint,  Ob^b 
and  Ta^m.  And  n  ie  enaaD  wiMida  '&kk  -mBOt  wimt  i>e  have.  Not 


,  that  binnrhwd  Hff  fi- 

ny*'i»i  i^nifaitiBn  tack  in  1972  miMt2ytaaB  ago.  Xd  tie  Hurpriae  of 
mtf  in  onr  *—»■—»  ■  j  me  v>dl  ae  in  our  Oangnn),  anmiunDed  tfae 
ih  mlnaiMiil  of  an  "aSt^r^maiie^  *■**■-'■'■■■'  HBnaactJoQ  fcystan. 

^DbI  idoB  did  not  naae  ftnm  CaDgn^  That  idea  camcfroDi  llie 
^nne^BiVAein  our  aaaiteqdHE  liaa  liaHi^it  tfatf  He  on^tf  way^re 

mlBd  ^Blan  we  libbIm]  witti  Heuleih 

BotdK  wndd  je  not  iMnaiaiilj  iiiliiiirtiil  in  aUnwing  oeId  dih»- 
p^K  in  umt  siBiMMi.  Apk^  vniiie  unat  iff  ham  aaE  cureaDy  nY^^tmamA 


3&  an  ess  miA  be  we  hwe  lAee  lis  nanpatitaon  jE  <rfam  it  », 
wLeie  Dur  madeSE  can  9>  aufwlwe  at  any  'bme,  wlKie  GELOfflEK 

OI£  B  iHEotiabnc  wiHi  liie  Oucibd  Board  rf^bade  to  im^^  Sipd 


I  time  idD  i 

We  in^tkne  that  van  aanat  oe  in  maintaiiiinc  iluE  national  >e- 
■mne.  lae  Hacc  we  iwe  ^nalad  Unin^itiK  "mw^miij  rfiair  jai- 
-vaXe  aettor.  We  aak  liat  yoD  help  oe  in  pwacjviig  Uk  »"**c*^y  nf 
Hmc  HWTt*«fc,  aE  jrou  dnaU  and  we  riaailri,  iait  not  in  a  ftnhinn 
UHl  mncdcE  our  Tf^^^^Ty**"^"'  itfjurinii^  m  hk  ^**"f^rti^i  ^fi^sd 
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Mr.  Chairman,  my  name  ia  Leo  Melamed.  I  am  Chairman  of 
the  Executive  Committee  and  Special  Counsel  to  the  Board 
of  Governors  of  the  Chicago  Mercantile  Exchange  (CHE) . 
Thank  you  for  this  opportunity  to  offer  comments  on  the 
Futures  Trading  Practices  Act  of  1989  (the  "Bill"). 

Mr.  Chairman,  we  are  greatly  concerned  about  this  Bill. 
We  understand  that  the  circumstances  surrounding  the 
development  of  the  Bill  were  among  the  most  difficult 
periods  in  the  history  of  the  futures  industry.  The 
Federal  investigation  cast  a  disturbing  shadow  on  our 
reputation. 

The  media's  penchant  to  sensationalize  slighted  two  key 
issues.  First,  the  investigation  related  to  a  very 
small  number  of  our  members.  The  vast  majority  of  our 
members  are  rule-abiding  and  not  suspect.  Second,  the 
cost  of  the  alleged  wrongdoing  to  public  customers  is 
diminishingly  small  compared  with  either  the  value  of 
the  services  performed  for  such  customers  or  the  value 
of  the  contracts  traded.  The  latest  and  best  estimate 
available  to  me  is  that  the  cost  of  the  alleged  fraud  is 
less  than  one  ten -thousandth  of  a  percent  of  the  overall 
value  of  services  honestly  performed. 

It  should  be  noted  that  the  institutions  themselves  are 
not  a  target.  Vfhat  better  proof  of  the  futures 
industry's  importance  than  the  testimony  of  our 
customers,  who  were  fully  informed  of  all  of  the 
allegations,  who  increased  their  use  of  CHE  to  the 
extent  that  the  Exchange's  1989  transaction  volume  is  up 
3B  percent  over  1988. 

We  do  not  condone  violators,  we  condemn  them.  we  can 
improve  our  trade  practice  surveillance.  We  must  not 
and  will  not  tolerate  any  rule  infraction  that 
jeopardizes  our  public  customers.  We  have  passed  a 
comprehensive  set  of  trading  rule  improvements.    We 
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launched  th«  developinant  of  state-of-the-art 
technological  enhancements  in  order  to  malce  our 
transaction  process  the  safest,  most  modern  and  most 
efficient  in  the  world.  A  summary  of  those  changes, 
"Summary  of  Trading  Rule  Enhancements,"  adopted  by  the 
CME  Board  of  Governors  on  August  2 ,  19S9 ,  and  cover 
letter  to  the  membership  are  attached  hereto  as  Eichibit 
A. 

Mr.  Chairman,  we  are  greatly  concerned  about  this  Bill 
because  it  fails  to  recognize  the  steps  the  futures 
industry  has  taKen.  I  assure  you  that  both  the  CME  and 
the  Bill's  sponsors  share  the  same  basic  goal:  we  both 
want  to  insure  the  integrity  of  our  markets  and  bolster 
public  confidence  in  that  integrity.  That  fundamental 
goal  can  be,  and  must  be,  pursued  in  light  of  the  need 
to  maintain  efficient  and  competitive  markets. 

As  this  Committee  well  knows,  the  U.S.  futures  industry 
is  not  immune  from  the  challenge  of  foreign  competition. 
If  U.S.  futures  markets  cease  to  efficiently  perform 
their  risk  transference  function,  both  domestic  over- 
the-counter  markets  and  off-shore  futures  markets  will 
immediately  fill  the  void.  Neither  of  those 
competitors  is  subject  to  comparable  regulation. 

The  challenge  of  this  industry  —  and  of  this  Committee 
—  is  to  resolve  concerns  about  the  industry's  ability 
to  detect  and  prosecute  customer  abuse  so  as  to  enhance, 
not  enfeeble,  this  industry.  The  reports  of  undercover 
investigations  in  Chicago  and  New  York  impose  tremendous 
pressures  on  all  of  us  to  take  some  dramatic  action.  We 
know  that  the  industry  is  prepared  to  act  and  that  our 
response  will  be  both  timely  and  effective. 

He  differ  with  the  approach  of  the  proposed  Bill  because 
we  do  not  find  the  need  for  Congress  to  modify  its  well- 
proved  policy  of  requiring  effective  sel f -regulation 
subject  to  oversight  by  the  Commodity  Futures  Trading 
Commission  (CFTC) . 

The  term  "self-regulation"  as  applied  to  futures 
exchanges  gives  a  misleading  impression  respecting  the 
independence  of  the  industry  from  government 
supervision.  The  Commodity  Exchange  Act  grants  the  CFTC 
extensive  power  over  the  futures  industry.  The 
exchanges  cannot  adopt  or  amend  any  substantive  rule 
(with  the  salient  exception  of  margins)  without  approval 
of  the  federal  regulator. 

If  the  CFTC  is  not  satisfied  with  the  rules  in  force,  it 
has  the  power  (which  it  has  exercised) ,  to  force  the 
exchanges  to  adopt  rules  that  the  Commission  deems 
necessary.  This  Bill  attempts  to  add  yet  another  level 
of  difficulty  in  the  effectiveness  and  efficiency  of  the 
rule-making  process.  it  is  an  attempt  to  micro-manage 
the  industry  by  Congressional  edict. 
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We  do  not  believe  that  an  industry  as  complicated  and 
cost  sensitive  as  the  futures  Industry  can  be 
effectively  managed  by  Congress  at  the  level  of  detail 
proposed  by  the  3111. 

Allow  me  to  offer  several  examples  of  situations  where 
the  industry '  s  goals  are  the  same  as  this  Conunittee  's, 
yet  the  Bill's  attempts  to  impose  detailed  solutions 
create  difficulties  greater  than  the  problems  being 
addressed. 

AODIT  TRAIL 

The  Bill  mandates  a  perfect  audit  trail.  We  can 
conceive  of  a  way  to  restructure  the  industry  to  meet 
that  standard,  but  at  what  cost?  There  are  three 
significant  types  of  costs  to  consider;  (1)  costs  to  the 
institution  to  design,  implement,  and  secure  compliance 
with  the  system;  (2)  costs  to  the  customers  arising  out 
of  any  decreases  in  efficiency  in  the  market  or  increase 
in  costs  from  brokers  subject  to  additional  costs  by  the 
new  system;  and  (3)  costs  to  the  nation  caused  by  the 
diversion  of  business  to  offshore  exchanges  that  employ 
more  efficient  trading  systems. 

The  important  issue  here  is  not  merely  whether  you  can 
achieve  an  abstractly  perfect  audit  trail.  It  is  fair 
and  correct  to  ask  what  violations  will  be  detected 
under  the  Bill's  audit  trail  which  would  not  be  detected 
and  punished  under  the  CHE's  improved  audit  trail.  The 
cost  of  the  undetected  violations  must  then  be  weighed 
against  the  full  cost  of  the  changes  necessary  to  move 
from  the  systems  proposed  by  the  exchanges  to  the 
systems  mandated  by  the  Bill. 

We  can  perfect  a  surveillance  and  punishment  system  that 
is  highly  effective  in  detecting  and  deterring  trading 
abuses  on  the  Exchange  floor.  Surely  you  are  all  aware 
that  no  amount  of  money,  effort  or  good  faith  can  deter, 
discover  and  punish  each  and  every  rule  violation. 

While  we  have  not  absolutely  prevented  our  members  from 
violating  our  rules  or  the  law,  during  1987  and  1988  the 
CME  opened  260  trade  practice  investigations  and  secured 
convictions  of  188  individuals.  A  large  portion  of 
these  investigations  and  prosecutions  were  a  direct 
result  of  information  provided  by  our  internal 
computerized  surveillance  system  and  floor  monitors 
(23%)  and  by  information  provided  by  member  and  non- 
member  informants  (77%) . 

The  fines  imposed  by  the  CHE  for  such  trade  practice 
prosecutions  since  January  1,  1987  total  approximately 
$4  million.  By  contrast,  the  FBI  investigation  that 
encompassed  two  years  has  thus  far  resulted  in  23 
Indictments  of  CHE  traders,  and  potential  wrongdoing  is 
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estimated  at  $300,000  to  $500,000.  The  conclusion  is 
clear.  There  was  no  major  flaw  in  the  CHE's 
surveillance  system,  and  the  investigation  and 
subsequent  work  at  the  CHE  will  remedy  the  lacunae 
revealed  by  the  FBI  probe. 

The  proposed  audit  trail  language  in  the  Bill  [Sec.  201, 
proposing  a  new  5a(l3) (A) ,  (B) ,  and  (C) ]  is  reminiscent 
of  an  incident  that  occurred  during  the  early  days  of 
the  audit  trail  debate.  One  prominent  regulator  came  to 
observe  the  trading  pits  so  he  could  suggest 
improvements  to  our  audit  trail.  He  watched  for  several 
hours .  He  agreed  that  the  heavy  order  flow  during 
periods  of  highest  volatility  made  it  impossible  for  the 
broker  to  accurately  time  record  every  trade  while  he 
executed  the  orders  in  a  manner  which  served  the  best 
Interests  of  his  customer.  The  regulator  had  a 
categorical  solution:  "Slow  down  the  trading." 

He  was  correct.  If  we  had  imposed  a  limit  on  the  speed 
at  which  we  allowed  prices  to  move  and  the  number  of 
executions  that  could  be  done  each  period,  we  could  have 
achieved  a  perfect  audit  trail.  Of  course,  in  such  a 
case,  perfection  would  be  achieved  at  the  cost  of 
destruction  of  the  market  and  its  universally 
acknowledged  benefits. 

Our  markets  have  been  extraordinarily  successful  because 
the  advice  of  that  regulator  was  rejected.  Instead, 
Congress  decided  to  set  standards  of  performance  rather 
than  attempt  to  substitute  Its  business  judgment  for 
that  of  experienced  managers  and  experts  on  the 
intricacies  of  the  futures  markets .  The  consequence  of 
that  long-standing  legislative  decision  Is  a  successful 
and  useful  industry  that  is  centered  in  the  United 
States. 

Now,  however,  we  see  a  Bill  with  a  different  approach: 
not  performance  standards,  but  a  micro-managed  audit 
trail.  Indeed,  we  are  faced  with  a  Bill  mandating 
results  that  are  not  technologically  achievable. 
Proposed  section  (13) (B)  requires  that  each  exchange 
create  an  audit  trail  system  that  accurately  records  the 
sequence  of  trades  for  each  floor  broker.  This 
standard  must  be  met  immediately  upon  the  effective  date 
of  the  Bill.  That  standard,  which  is  unnecessary  for 
the  purpose  of  detecting  and  deterring  violations, 
cannot  be  achieved  with  existing  technology.  Each 
market  in  which  there  is  substantial  volume  will  be  out 
of  compliance  and  subject  to  the  enormous  penalties  that 
the  Bill  seeks  to  attach  to  exchange  noncompliance. 

A  floor  broker  filling  a  thousand  contract  order  will 
trade  opposite  a  large  number  of  brokers  and  traders  in 
a  very  short  period  of  time.  The  broker  does  not  have 
the  luxury  of  pausing  during  the  process  of  filling  the 
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r  to  k»ep  ciiiTonolo^cal  track  of  lAetlier  he 
TIT"— "^  t±»  fixst  »)  caatxmcts  [^9K»it:e  trader-  ABC  or 
TTTTiFi^'*  trader  DCZ.  Tbe  broker  mast  ccBAiaa^  to  bid  or 
offer  nHtll  tiie  arder  ix  filled  aid  t3>eii  vrite  down  the 
zaves  of  the  cfposile  brokers.  Tlie  c^ianoes  ore  slis 
tiat  be  will  record  tlie  naaes  In  the  exact  order  in 
^^ii-*  he  traded.  Horeover.  an  aodit  trail  accurate  to 
t±>e  iwiiii  I  I  1  Klimte  does  not  alwaj^  have  tl^  ability  to 
yiJxLiay  the  order  of  trades  vitbin  tbat  misnte. 

nie  Bill  sobjects  the  ^ifr^mtigefc  to  borreDdoos  penalties 
for  its  inability  to  provide  a  perfect  nwjm'iii  v  of  a 
floGX"  broker's  "trades  ard  sidijects  that  floor  broker  to 
carjainal  liability  if  the  floor  brcA^r  eataits  records 
tbat  ^hoH  t±e  tzmd^  in  an  cgder  that  the  floor  broker 
knows  to  be  less  tdian  perfectly  accnrate.  Sorely,  this 
is  not  ^lat  this  ccswittee  intentte. 

On  August  16,  19B9,  t^ie  OSE  and  *•**»  CSiica^o  Board  of 
Ti^de  jTtrwiiuM'— 1  plai»  to  ;jointly  develop  a  band-held 
electTTjnic  audit  terminal.  Moed  AUDIT  (AotoHated  Data 
T'l"''*"  Terminal] ,  t^ie  hand-held  electronic  recording 
device  is  intended  to  begin  actiieving  a  fnlly  accurate 
and  verifiable  audit  trail  of  all  transactions  by 
tracking  the  times  that  every  trade  enters  and  is 
ejcecnted  in  ^c±  pit.  ADDXT  is  central  to  a  |ii  i  i^»iiiiw>1 
state-of-a»e-art  elecrtranic  audit  trail  system  tAid) 
vill  evcoitaally  include  stationary  bndcer  terminals. 
Eacti  endiange  has  pledged  an  initial  investment  of  $5 
million  tot^trd  rtrvrl  rfrrrt'   of  tbs  AUDIT  terminals. 

Past  stodies  regarding  socti  systems  repeatedly  revealed 
a  lack  of  the  proper  tec^mology  to  meet  the  industry 's 
regniremeDts.  It  is  for  this  i  I'lif  iiii  that  tbe  joint 
decision  to  iciii'^i  i:1j  and  co— develcp  the  system  was  made. 
Beseaxcdi  vill  focas  on  keyboard  technology  and 
tedmology  alloving  transmission  of  information  froa 
hand-held  terminals  to  exchange-operated  central 
ccayuters  and  clearing  houses. 

Our  goal  is  to  have  this  anigoely  engineered  device 
constmcted,  tested  and  imjili'mi'iil  ixl  within  a  short  time 
frame.  niis      is     a     serious     ccMmitment.  It      is     a 

"'™"'''l  ai  III  of  great  r^sooroes .  A  "•"'I  I'lil  that  vill 
in  fact  achieve  an  extraordinary  aodit  trail, 
sufficient  to  detect  and  deter  violations. 

However,  the  q)ecific  legislative  language  in  the  Bill 
relating  to  these  matters  is  vague,  it  does  not  make  it 
clear  whether  our  attainment  of  ADDZT  and  its  intended 
elective*  is  Miat  is  soo^it  or  will  suffice.  Moreover, 
the  nebolons  nature  of  the  legislative  language  is 
pervasive,  making  it  difficult  to  know  lAiat  is 
required. 
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What,  for  instance.  Is  meant  by  a  "source  Independent" 
of  the  person  making  a  trade?  Will  the  exchange  suffice 
as  such  an  Independent  source?  Will  the  AUDIT  terminal? 
And  what  does  "continually  recorded  in  the  record  of  the 
contract  market"  mean?  Does  that  mean  that  pit 
transaction  record  must  be  electronically  transmitted  to 
the  exchanges  audit  trail  record?  Does  it  allow  for  the 
use  of  diskettes  or  other  electromagnetic  records?  Can 
we  use  electromagnetic  recording  devices  if  technology 
exists  to  overwrite  those  records?  Does  it  mean  the 
current  system  of  hand-written  cards,  but  perhaps  In  a 
form  of  indelible  ink? 

These  are  but  examples  of  some  highly  relevant  but 
unanswered  questions  that  are  flagged  by  the  legislative 

language  of  the  Bill.  They  represent  compelling 
rationale  why  we  object  to  any  attempt  to  micro-manage 
complex  and  difficult  Issues  by  virtue  of  Congressional 
enactment.  While  our  goal  and  your  goal  is  the  same,  we 
feel  that  the  approach  is  wrong. 

Further,  the  Bill's  proposed  Sec.  5a  (13) (A)  sets  forth 
a  clear  sweeping  goal,  making  fair  and  appropriate 
demands  on  the  futures  industry.  However,  provisions 
(B)  and  (C)  again  enter  into  micro-management,  mandating 
standards  difficult  to  understand  and  not  achievable 
today.  And  yet  the  Bill  provides  that  if  we  fail  to 
achieve  "such  standards,"  penalties  would  be  imposed  of 
$500,000  per  day.  It  is  difficult  to  know  how  the 
smaller  Exchanges  will  survive  such  radical  measures 
when  the  large  Exchanges  will  soon  be  out  of  business  as 

Another  suspicion  we  harbor  is  that  the  underlying 
motivation  for  these  proposals  is  to  bring  a  quick  end 
to  the  open  outcry  system.  If  true,  we  caution  this 
Committee  against  taking  so  draconian  and  dangerous  an 
approach.  While  open  outcry  has  many  fallings  and  is 
far  from  perfect,  its  special  qualities  have  operated  to 
make  our  markets  the  most  liquid  in  the  world.  Other 
countries  have  attempted  to  emulate  this  system  because 
of  this  very  result.  Furthermore,  and  please  forgive  us 
for  this  analogy,  but  most  experts  agree  that  the 
specialist  system  in  securities  markets  is  also  far  from 
perfect,  yet  we  have  not  heard  about  Congressional 
action  to  do  away  with  it,  nor  is  it  the  business  of 
government  to  make  such  a  determination. 

The  alternative,  we  believe,  that  is  Intended  to  be 
furthered  by  this  proposal  is  electronic  trading.  If 
so,  we  are  a  bit  surprised.  To  set  the  record  straight 
it  was  not  the  Congress  but  the  futures  industry  itself, 
specifically  the  Chicago  Mercantile  Exchange  —  the  sane 
pioneer  who  conceived  the  financial  futures  revolution 
in  1972  —  which  two  years  ago  startled  the  world  by 
announcing  yet  another  revolutionary  idea,   on  September 
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2,  1987,  in  a  far-reaching  joint  undertaking,  the  CME 
and  Keuters  Holdings  PLC  entered  into  a  long-range 
agreement  to  create  GLOBEX,  a  global  electronic 
automated  transaction  system  for  the  trading  of  futures 
and  futures-options.  At  the  time,  we  had  to  go  about 
convincing  the  world  as  well  as  members  of  this  very 
Committee  that  our  idea  vas  "meritorious . 

Clearly,  the  CME  is  in  the  forefront  of  electronic 
system  development.  Clearly,  the  CME  is  in  favor  of 
technological  enhancement  to  the  transaction  process. 
Clearly,  we  are  spending  large  sums  of  money  and  energy 
on  its  behalf.  Indeed,  we  devote  a  large  portion  of 
every  business  day  furthering  the  GLOBEX  concept  and  in 
an  attempt  to  convince  other  Exchanges  to  join  us.  But 
at  no  time  did  we  contemplate  that  our  proposed 
electronic  trading  concept  could  be  launched  or  could 
succeed  without  the  liquidity  engine  of  open  outcry 
behind  it.  At  no  time  did  we  contemplate  that  GLOBEX 
would  act  as  the  replacement  to  the  present  system. 

We  have  some  very  important  additional  points  to  make 
about  GLOBEX  later  in  this  testimony,  but  allow  us  to 
make  this  further  point  now.  While  no  one  can  predict 
the  long  run  consequences  of  automation  on  the  open 
outcry  system,  the  CME  knew  that  prudence  dictated  a 
conservative  approach.  We  chose  the  only  responsible 
route.  Namely,  to  develop  an  automated  electronic 
system  in  conjunction  with  open  outcry  in  a  manner 
whereby  the  futures  industry  could  benefit  from  both 
systems.  Such  an  approach  would  allow  a  normal  evolu- 
tionary process  to  dictate  the  ultimate  result.  We 
rejected  and  continue  to  reject  any  attempt  to 
artificially  force  one  transaction  methodology  over  the 
other. 

Instead  of  directing  the  type  of  transaction  process  our 
industry  should  utilize  or  attempting  to  micro-manage 
our  industry  by  legislation,  we  believe  that  goals 
should  be  established  requiring  each  exchange  to  improve 
its  surveillance  and  compliance  systems  in  order  to 
detect  and  punish  trading  abuses.  Such  an  approach 
will  achieve  the  stated  purposes  of  this  legislation. 
We  believe  it  should  be  within  the  purview  of  each 
exchange  in  conjunction  with  the  CFTC  to  determine  which 
form  such  enhancements  must  take.  In  this  respect,  we 
strongly  recommend  adoption  of  the  CHE'S  CTR  system  for 
purposes  of  improving  the  verifiable  accuracy  of  trade 
timing  in  order  to  reach  the  standard  required. 

The  CME ' s  internal  review  committees  have  recommended 
the  following  enhancements  to  our  audit  trail  and 
surveillance  systems; 

Report  matched  trade  information 
floor  for  self-policing  purposes. 
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the  Information  racommended  to  be  displayed  by  the 
Special  Committee,  the  CME  review  committee  also 
recommended  that  customer -type  Indicator  and  order- 
type  Indicator  information  be  Included. 

Establish  additional  audit  trail  requirements  so 
that  verbal  orders  may  be  more  accurately  timed. 

Increase  floor  surveillance  staff  to  provide 
greater  coverage  of  all  trading  areas,  particularly 
during  market  openings  and  closes  and  during 
periods  of  unusually  active  or  volatile  markets. 

Authorize   additional   Investigative   compliance 


Conduct  a  study  of  the  effectiveness  of 
surveillance   for   specific   trading   practice 
Investigations  on  the  trading  floor. 


Institute  opening  and  closing  bracket  indicators  to 
distinguish  trades  occurring  during  these  brief  and 
active  periods  from  other  trades  which  occur  during 
the  first  and  last  half-hours  of  trading. 

Require  the  pick-up  of  trading  cards  from  members 
every  two  hours.  If  audit  trail  improvement  goals 
are  not  met  within  six  months,  require  that  trading 
cards  be  picked  up  on  an  hourly  basis.  Currently, 
trading  cards  are  collected  twice  daily. 

Implement  IS-minute  bracket  periods.  Currently, 
bracket  periods  last  30  minutes. 

Require  uniform  time-stamping  of  customer  orders  by 
clearing  firms. 


In  order  to  improve  trade  timing,  require  that 
order-type  information  be  submitted  tor  all 
customer  orders. 

SERVICE  FEgS 

We  are  particularly  concerned  by  the  Service  Fee 
provision  which  seems  to  grant  the  CFTC  power  to  impose 
a  tax  on  futures  trading  that  could  be  as  high  as 
$60,000,000  per  year. 

While  the  Bill  requires  the  commission  to  consider  the 
new  costs  being  Incurred  by  the  exchanges  to  Improve 
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their  audit  trails,  it  does  not  consider  past 
investments,  continalAg  eiqMnses  to  conduct  the  audit 
and  surveillance  prograa,  or  the  Bajor  conaitsent  of  the 
industry  to  fund  the  National  Futures  Association  (HFJL) . 


Six  years  ago,  we  reached  an  understanding  vitta  this 
CoMHittee  respecting  the  creation  of  the  NFA .  Ilie 
industry  agreed  to  create,  support  and  fund  a  self- 
regulatory  organization  that  would  relieve  the 
Coanission  of  a  great  deal  of  adninistrative  and 
regulatory  burden.  Host  iaportantly,  we  agreed  to  fund 
the  HFA  ourselves  rather  than  ii^osing  any  additional 
burdens  on  tbe  budget.  He  were  good  to  our  word. 
The  NFA's  accoaplishHents  are  well  known  and  widely 
approved  with  respect  to:  developing  and  enforcing 
customer  protection  rules;  providing  education 
respecting  tbe  risks  of  futures  trading  and 
unscrupulous  operators;  providing  a  well-used 
azttitration  forum;  and  barring  unethical  operators  from 
the  industry. 

Hone  of  this  was  cheap,  nor  did  we  expect  it  to  be.  The 
NFA's  budget  currently  stands  at  $25  million.  Ho  part 
of  this  comes  from  the  federal  government.  The  industry 
fully  performed  its  side  of  the  bargain.  We  do  not 
understand  the  impetus  for  the  proposed  service  fees 
against  the  background  of  the  understanding  that  we  had 
forged  with  this  Committee. 

OOHFIJCT  OF  IHTERBST 

Title  IV  of  the  Bill,  "Governing  Structure,"  effectively 
precludes  membership  organizations  from  operating  as 
futures  exchanges.  Section  401  precludes  a  member  of 
the  Board  from  voting  or  deliberating  on  any  "issue"  as 
to  which  he  or  any  person  with  whom  he  is  affiliated  is 
■a  specific  and  actual  party  in  interest..." 

The  Bill  does  not  take  account  of  the  fact  that  futures 
exchanges  are  membership  organizations  and  that  the 
members  of  the  governing  boards  are  members  of  the 
institutions.  Each  member  of  the  board  has  a  "specific" 
interest  in  almost  every  issue  that  comes  before  the 

For  example,  a  member  of  the  CHE  who  specializes  in 
agriculture  futures  favors  a  shift  of  the  advertising 
budget  to  farm-related  publications.  This  is  at  the 
expense  of  spending  in  the  Financial  Times  and  those 
members  who  trade  financial  instruments.  A  gold  trader 
wants  to  promote  that  contract  at  the  expense  of  adding 
space  to  the  Eurodollar  pit.  There  is  no  issue  of  any 
importance  that  could  be  voted  on  by  a  member  of  the 
institution. 
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The  Commodity  Exchange  Act  currently  recognizes  this 
inevi-  table  feature  of  membership  organizations.  Ho 
significant  rule  can  become  effective  until  it  has  bean 
submit:ted  for  review  to  the  CPTC.  All  rules  that  have 
significant  economic  consequences  are  published  for 
public  comment  before  they  can  become  effective.  He 
are  not  a  secret  society.  Everything  we  do  that  is  of 
any  significance  is  exposed  to  public  view  and  subject 
to  agency  scrutiny  before  it  becomes  effective.  Ho 
further  check  or  balance  has  been  demonstrated  to  be 
necessary.  This  major  restructuring  of  an  industry  is 
not  justified  by  any  failure  of  management  and  it  is 
without  parallel  in  the  securities  industry. 

The  CHE,  with  the  CPTC's  approval  has  implemented  a 
detailed  and  workable  set  of  regulations  to  avoid 
conflicts  of  interest.  The  CME  employs  highly 
restrictive  procedures  If  It  is  acting  in  an  emergency, 
where  its  action  is  not  subject  to  prior  review  by  the 
CFTC.  It  employs  the  standard  corporate  conflict  rules 
where  Its  actions  are  subject  to  prior  CFTC  review.  In 
addition,  all  Board  members  and  members  of  sensitive 
committees  sign  pledges  to  preserve  the  confidentiality 
of  Information  learned  in  the  course  of  their  duties  and 
to  refrain  from  any  use  of  confidential  information. 

GOVERHIHG  BOARDS 

Our  Exchange  has  always  enlisted  public  and  industry 
governors  to  serve  on  our  Board.  This  was  the  result  of 
our  judgment  that  this  is  an  advisable  business 
practice.  The  composition  of  an  exchange  governing 
board  Is  a  business  decision  that  exchanges  arrive  at 
for  competitive  reasons. 

We  believe  this  is  another  area  that  should  be  left  to 
the  discretion  of  the  individual  exchanges.  It  is  not 
appropriate  In  this  context  for  Congress  to  substitute 
its  business  judgment  for  the  judgment  of  the 
institutions  that  are  actually  competing.  Nor  is  it 
appropriate  to  impose  the  additional  cost  associated 
with  this  action.  Hor  is  there  any  securities  lav 
parallel. 
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Presently,  the  CFTC  has  full  access  to  any  and  all 
materials  in  tbe  possession  of  the  Exchange  and  clearing 
house. 

However,  this  Bill  [Sec.  803  "Access  by  GAO  to 
Information  Maintained  by  Sel f -Segul a tory 
Organizations"]  would  not  only  grant  that  authority  to 
the  GAO,  but  further  expand  that  authority,  granting  GAO 
access  to  all  records  and  information  of  firms  that 
provide  computer  services  to  the  Exchange. 

These  provisions  are  unnecessary  and  would  impose  extra- 
ordinary costs  on  exchanges .  The  approach  appears  to 
denigrate  the  integrity  of  the  CFTC  and  in^wses 
duplicative  costs  on  the  Federal  government  at  a  tine  of 
great  need  for  budgetary  restraint. 

This  proposal  gives  the  GAO  and  CFTC  duplicate 
authority.  While  the  GAO  may  wish  to  conduct 
investigations  and  appropriately  review  exchange 
procedures,  there  is  no  reason  for  them  to  have  access 
to  position  or  volume  data  in  order  to  appropriately 
accomplish  that  analysis. 

Further,  costs  would  soar  because  computer  vendors  would 
be  extremely  cautious  about  providing  any  services  to 
exchanges,  recognizing  that  their  services,  software  and 
technological  secrets  would  all  be  subject  to  GAO 
scrutiny  and  potential  disclosure  to  any  congressional 
committee  that  sought  the  information. 

We  are  particularly  bothered  by  this  provision  because 
of  GLOBEX  and  our  contractual  relationship  with  Reuters 
PLC  as  a  provider  of  computer  services .  Reuters ' 
services  to  us  are  so  highly  developed  as  a  trade  and 
business  secret  that  Reuters  will  not  even  provide  the 
information  to  us.  This  is  a  highly  competitive  world, 
and  no  innovator  wishes  to  have  his  technological 
secrets  handed  over  to  the  Federal  government  for  any 
congressional  committee  that  might  want  them.  We 
believe  these  provisions  are  ill  thought-out.  They 
should  be  stricken  or  severe  competitive  damage  would 
occur  to  the  United  States. 

DEFISITION  OF  DOAL  TRADIHG 

The  Bill's  "Definition  of  Dual  Trading"  is  another 
example  of  attempting  to  legislate  in  a  highly 
complicated  area  that  is  best  left  to  the  independent 
agency  with  expertise. 

For  example,  the  proposed  statutory  definition  is  well 
intended,  seeking  to  prohibit  anyone  who  has  seen  the 
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However,  the  statutory  definition  does  not  allow  for  a 
situation  where  a  trader,  trading  for  his  own  account, 
who  has  not  seen  any  order  data  night  at  some  point 
later  in  the  day  choose  to  become  a  broker  in  order  to 
facilitate  unanticipated  volume  demands. 

While  it  is  arguable  that  a  broker  who  has  seen  customer 
orders  may  achieve  some  benefit  at  the  expense  of 
customers  by  shifting  to  being  a  trader,  a  shift  in  the 
other  direction  —  from  trader  to  broker  —  causes  no 
harm,  and  nay  indeed  facilitate  customer  needs.  This  Is 
a  matter  that  could  be  better  left  to  the  CFTC  to 
develop  in  rule-making  so  that  all  the  nuances  and  the 
expertise  that  Is  gained  through  the  well-established 
Administrative  Procedures  Act  process  would  be  utilized. 

Dual  trading  permeates  financial  markets.  It  adds 
market  liguidity.  It  occurs  on  every  U.S.  futures 
market,  virtually  worldwide  in  other  futures  markets,  on 
securities  exchanges  for  certain  classes  of  members  and 
in  the  "over-the-counter"  stock  market  (NASDAQ) ,  It  Is 
widespread  in  all  major  securities  brokerage  firms,  and 
in  the  interbank  community.  Only  in  the  futures 
industry,  however,  is  the  mere  name  itself  confused  with 
the  illegal  abuse:  trading  ahead  of  your  customer  or 
f ront- running .  The  point  is  to  end  abuses.  That  should 
be  this  Committee's  goal. 

As  you  know,  the  CME  established  a  Special  Committee  to 
Review  Trading  Practices  to  offer  a  comprehensive  review 
of  its  markets  In  light  of  the  Federal  Investigation 
earlier  this  year. 

He  acknowledged  both  the  value  that  dual  trading 
provides  In  liquidity,  and  the  potential  harm  from 
abuse.  The  CHE  dual  trading  proposal  adopted  a  solution 
that  would  sufficiently  guard  against  those  who  would 
abuse  dual  trading,  while  retaining  the  positive 
contribution  of  dual  trading  to  liquidity.  Accordingly, 
the  Committee  on  Dual  Trading  recommended  the  adoption 
of  the  following  proposal  subject  to  its  acceptance  by 
the  CME  Board  of  Governors,  Congress  and  the  CFTC. 

Dual  trading  would  be  allowed  In  any  contract  month  in 
which  the  CFTC  determines  that  the  CTR  system  produces 
an  audit  trial  of  transactions  that  is  accurate  to  the 
nearest  minute  at  a  90t  rate.  That  level  of  required 
accuracy  will  be  Increased  to  92%  after  a  very  short 
testing  period.  If  a  contract  month  fails  to  meet  that 
standard,  then  dual  trading  shall  be  prohibited  with 
exceptions  as  proposed  by  the  Special  Committee,  to  wit; 
(1)   brokers  who  have  been  given  specific  written 
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authorization  from  every  public  customer  for  whom  the 
broker  fills  orders;  <2)  brokers  who  are  filling  orders 
for  other  members  of  the  Exchange;  and  (3)  brokers  who 
predominantly  fill  spread  orders. 

CHE  Compliance  Department  staff  supported  adoption  of 
this  proposal  in  light  of  the  significant  improvements 
to  CTB  and  to  the  self -regulatory  capabilities  of  the 
Exchange  that  will  be  implemented  as  a  consequence  of 
this  reform  process.  CHE  regulatory  staff  was  satisfied 
that  it  could  adequately  enforce  all  rules  respecting 
dual  trading  violations  in  any  contract  month  where  the 
90t-92%  accuracy  level  is  met.  our  staff  also  felt 
that  the  reference  to  the  CFTC  to  authenticate  compli- 
ance with  the  90t-92t  level  assured  the  efficacy  of  the 
program. 

It  is  important  to  note  that  on  July  11,  1989,  the  dual 
trading  proposal  of  the  CHE's  internal  committee  was 
presented  for  review  to  the  Special  Committee  to  Review 
Trading  Practices.  The  Special  Committee  accepted  the 
internal  committee's  recommendations  as  a  fully  adequate 
response  to  the  pros  and  cons  of  dual  trading.  In  its 
deliberations,  the  Special  Committee  took  note  that  the 
balance  between  the  contribution  of  dual  trading  to 
liquidity  and  the  perceived  dangers  to  customers  is 
extremely  delicate.  Accordingly,  the  Special  Committee 
unanimously  agreed  that  the  CHE ' s  internal  committee ' s 
proposal  is  fully  equivalent  to  its  own  original 
recommendation  against  this  practice. 


The  CME  fully  understands  the  abuses  that  may  be 
associated  with  unregulated  oral  orders.  He  have 
adopted  and  submitted  for  CFTC  approval  rules  we  believe 
are  sufficient  to  deter  and/or  detect  such  abuses  while 
preserving  the  benefit  of  oral  orders  for  market  makers 
who  are  spreading  or  hedging  between  trading  pits.  The 
liquidity  provided  by  such  market  makers  Is  highly 
beneficial. 

The  problem  with  the  Bill  is  that  it  transfers  rule- 
making responsibility  from  the  exchanges  to  the 
Commission.  The  commission  has  no  reason  to  give  high 
priority  to  the  creation  of  such  a  rule.  Nor  is  the 
Commission  in  a  position  to  craft  a  single  rule 
appropriate  to  the  environment  of  each  exchange. 
Moreover,  the  requirement  that  the  Commission  certify  to 
Congress  that  the  rule  it  enacts  is  "designed  to  ensure 
that  such  orders  are  not  used  to  facilitate  violations 
of  that  Act"  is  both  a  guarantee  of  no  or  slow  action 
and  a  glaring  insult  to  the  Commission.  Does  Congress 
imagine  that  the  Commission  would  design  a  defective 
rule  unless  it  is  required  to  certify  its  action? 
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An  appropriate  way  to  deal  with  the  Issue  Is  to  bar  oral 
orders  unless  the  exchanges  have  submitted  and  the  CFTC 
has  approved  rules  regulating  such  transactions.  This 
approach  will  afford  the  same  protection  sought  by  the 
Bill,  but  is  far  more  efficient  and  certainly  more 
direct  in  keeping  with  the  traditional  allocation  of 
respons  ibil it  ies . 

BROKER  ASSOCIATIOHS 

The  CHE  recognized  that  broker  associations  perform  a 
valuable  role  in  our  markets,  but  can  be  a  mechanism  to 
facilitate  trade  practice  abuses.  The  CHE  Instituted  a 
system  of  broker  association  registration  over  five 
years  ago  and  implemented  trading  restrictions  among 
broker  association  members  more  than  two  years  ago. 

The  CHE'S  Special  Committee  to  Review  Trading  Practices 
recommended,  and  our  internal  Committee  on  Broker 
Associations  approved,  a  similar  set  of  Exchange 
restrictions  on  broker  associations.  Trading  for  a 
personal  or  proprietary  account  against  a  customer  order 
will  be  prohibited  among  association  members.  Customer- 
to-customer  order  trading  restrictions  will  be 
maintained  at  25%  of  an  association  member's  total 
volume  in  that  contract. 

The  consequences  of  the  restriction  will  be  most 
severely  felt  by  the  customer  and  FCH  community  and  the 
response  should  come  from  those  quarters.  However, 
customers  are  not  so  well  organized  as  to  respond  in  the 
short  period  available  from  the  publication  of  the  Bill. 
Following  are  some  of  the  clearer  problems  presented. 

The  Bill  takes  a  very  broad  and  dangerous  approach  to  a 
subtle  and  difficult  problem.  The  Bill  absolutely  bars 
trading  between  members  of  broker  associations  and 
couples  that  absolute  bar  with  an  unrestrainedly,  broad 
definition  of  broker  associations.  This  is  a  major 
disservice  to  the  users  of  futures  markets.  The  Bill's 
recision  of  the  absolute  bar  on  trading  in  the  event 
that  the  Commission  "certifies  to  Congress"  that  it  has 
adopted  rules  to  prevent  violations  attributable  to 
trading  between  "affiliated"  brokers  is  illusory. 
Neither  rules,  nor  procedures  or  standards  can  guarantee 
that  there  will  never  be  a  violation  of  those  rules. 

It  is  unfair  to  expect  that  a  federal  agency  will  go  so 
far  out  on  a  limb  as  to  certify  to  Congress  that  the 
rules  will  prevent  violations  especially  when  the 
violations  have  not  even  been  defined.  Certainly,  no 
respectable  federal  agency  will  make  such  a 
certification  without  years  of  study  and  assessment. 
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taiiAej-g  mmftl^^e^  b^  BexxiJLl  l^ndb  will  not  be  abl«  t:o 
t:rade  wlt^  eacdi  cOiber  even  il  this  —111;  Hiat  tlMir 
I  III  I  111  I  I  gill  ^Bt  ±a£er±ar  prices,  nio  itrdaers  1A0  &re 
1  i»-i-t-^»'^  pBrtngr*  In  a  t^bI  estate  deal  wiTl  be  barT>ed 
fztM  tjafliwg  wit:^  earrh  Ptber  even  if  tlirir  cnstowars  azv 
jjvjorad  by  beijq  mwifale  to  get  t3ie  best  available  price. 

Die  aiU's  diKclt»iire  wqniiTi  jjt  is  overly  broad.  It 
requires  disclDEure  tic  the  Excbange  and  "H^*  CcHaission 
of  "any  affil-iatiDn."  Oit^ioiit  refin^aerrt,  tliis  language 
vaalS  result:  is  de  »iMi«is  affiliations  heiitg  disclosed 
(e.g-.  sSiaring  Bears  tickets)  and  wDDld  lead  %o 
uuDeceKsar;      invasixoK      of     pcri^acy.  Bevisions     axe 

iifii  *  bii  H I  i  and  delijieations  of  regnixed  disclosures  are 
partlcolaxly  inpoitant  becanse  of  tiw  eKtraordinacy 
penal'ties  pruvlded  C'lciewtwi  i'  in  t^e  BiZl  for  prtTViding 
any  false  infacaatdon  to  an  eKcdiange.  It  hardly  maJcas 
I  iiiiiir  for  individnals  to  be  ccoisidered  felons  facing 
$1DD,D00  fises  or  five  years  in  prison  for  failing  to 
disclose  -their  sbarlng  of  Bears  tickets.  nils  sounds 
absurd,    but  that  wonld  be  tdw  resslt  of  tbe   legislation 


Title  VI — FES&LTZES — raises  severe  and  distnxbing 
prcbleas  that  are  best  addressed  by  tbe  FCH  coHHunity. 
Sonetbel^ES,  »e  feel  ca^>elled  to  briefly  comaent.  Qie 
Bill  shifts  the  priaary  resprmfi  ibil  ity  for  a  floor 
broker's  offenses  fros  that  floor  broker  to  the  fira 
that  sent  the  order  to  the  floor  to  be  executed.  Ttke 
asstuq^tion  *"*■<"■<  this  ^lift  is  that  the  firs  should  be 
■onitorlng  the  activities  of  its  floor  brokers  and  Host 
be  absolutely  liable  if  the  floor  broker  violates  a 
mle. 

niis  vieif  of  the  relationship  between  firss  and  floor 
brokers  is  contrary  to  industry  practice  and  is 
tmrealistic  in  terns  of  the  physical  structure  of  a 
futures  exc^iange.  Ihe  firms  have  no  way  to  directly 
c^serve  the  activities  of  their  floor  brokers.  Yet  the 
Bill  ^a*"''^  the  fims  absolutely  liable  for  single 
damages  caused  by  those  brokers  emd  does  not  even  afford 
the  firms  a  right  of  contribution  or  indemnity  against 
the  broker  ^10,    by  definition,   vas  the  vrong-doer. 

Horeover,  the  fim  is  responsible  for  treble  damages  if 
it  failed  to  monitor  "the  execution  of  the  custosar 
order  at  issue  in  such  action.'  It  is  pdiysically 
i]q>ossible  for  the  firm  to  monitor  the  actual  execution 
of  each  customer  order.  Ihere  is  neither  room  in  the 
pits  nor  could  a  firm  find  the  hundreds  of  qualified 
Bonitors  to  ring  the  pits  and  observe  each  execution  by 
each  of  the  many  hundreds  of  floor  brokers  used  by  an 
average  firm. 
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OTHER  ISSUES 

Hr.  Chairman,  we  have  strong  reservations  about  scores 
of  other  provisions  in  this  Bill.  We  would  value  the 
opportunity  to  work  with  you ,  your  col  leagues  and  the 
Committee  staff  toward  responsible  Improvements. 

Finally  Mr.  Chairman,  allow  me  return  to  GLOBEX.  It  is 
perhaps  unnecessary  to  underscore  the  importance  we 
place  on  this  idea  or  explain  its  value  to  the  U.S. 
financial  services  arena.  But  for  the  record,  we  feel 
compelled  to  do  so  In  order  to  draw  your  attention  to 
grave  dangers  that  perhaps  are  insufficiently 
recognised. 

The  world,  as  you  know,  is  Increasingly  becoming  a 
smaller  place.  What  were  once  dozens  of  scattered, 
national  economies  are  inexorably  becoming  linked  into 
one  inter-related,  inter -dependent  global  economy.  The 
world's  financial  markets  are  quickly  following  pace. 
In  many  instances,  they  are,  in  fact,  setting  the  pace, 
demonstrating  the  ease  with  which  capital  can  follow  the 
sun,  seeking  out  investment  or  risk  management 
opportunities  regardless  of  geographical  boundaries  or 

The  change  that  has  washed  over  the  world  Is  the  tele- 
communications revolution.  It  is,  by  now,  a  cliche  to 
explain  that  sophisticated  satellites,  micro-chips  and 
fiber  optics  changed  the  world  from  a  confederation  of 
autonomous  financial  markets  into  one  continuous  global 
marketplace.  We  need  no  reminder  that  there  is  no 
longer  a  distinct  division  of  the  three  major  time  zones 
—  Europe,  North  America  and  the  Far  East.  No  longer 
are  there  three  separate  markets  operating  independently 
of  external  pressures,  maintaining  their  own  unique 
market  centers,  product  lines,  trading  hours  and  clien- 
tele. 

GI/)BEX  recognizes  and  embodies  that  change.  It  acknow- 
ledges the  effects  of  the  information  revolution  and 
responds  to  its  reality.  It  consummates  a  marriage  of 
current  technological  capabilities  with  established 
market  structures.  It  provides  the  international 
business  community  with  the  means  to  respond 
effectively  and  quickly  to  the  hazards  and  opportunities 
of  continuous  financial  changes.  It  both  reflects  and 
facilitates  the  new  globalization  of  capital  and 
markets . 

Just  as  the  U.S.  was  the  benefactor  by  virtue  of  our 
launch  of  financial  futures  and  options  two  decades  ago, 
so  too  will  our  nation  derive  enormous  benefits  if  it 
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sfully  responds  to  the  conpetltive  opportunities 
and  dangers  resulting  from  globalization.  GLOBEX  can 
Insure  this  result. 

Mr.  ChairiDan,  In  the  area  of  financial  services,  this 
nation  still  has  the  competitive  edge  on  the  world 
scene.  We  still  maintain  pre-eminence  in  the  world 
capital  markets.  it  Is,  however,  clear  to  us  that  the 
actions  by  this  Committee  and  our  government  could 
either  cause  us  to  preserve  or  lose  that  edge. 

For  the  record,  allow  me  to  recite  the  best  proof 
possible  that  financial  futures  and  options  are  vital  to 
the  overall  economy  and  represent  Indispensable  risk 
management  tools  in  today's  business  environment.  Since 
their  introduction  in  1972  at  the  CME ' s  International 
Monetary  Market  {IHM) ,  financial  futures  experienced  a 
transaction  explosion  that  rivals  any  new  product  on  the 
business  scene.  U.S.  volume  on  these  instruments  of 
finance,  inclusive  of  their  option  market  counterparts, 
reached  a  total  of  approximately  171  million  contracts 
in  1988,  compared  with  only  445,000  in  1973,  a  growth 
factor  of  38,000%  for  the  last  fifteen  years. 
Today,  trading  can  be  done  in  London  or  Tokyo  as  easily 
as  in  Chicago  or  New  York.  During  the  last  decade,  new 
financial  futures  exchanges  have  opened  or  been 
announced  in  London,  Paris,  Hong  Kong,  Sydney,  Toronto, 
Singapore,  New  Zealand,  Brazil ,  Zurich,  Dublin, 
Frankfurt,  Osaka,  and  Tokyo.  Clearly,  where  once  it  was 
sufficient  to  have  a  large  bank  and  a  stock  exchange  in 
order  to  establish  a  financial  center,  today  a  financial 
futures  exchange  is  needed  as  well.  Every  financial 
center  knows  the  value  of  integrating  the  actual  or 
possible  movement  of  London's  FTSE  100  and  Tokyo's 
NIKKEI  indices  as  harbingers  of  the  day's  SfiP  500 
movement . 

Regulation  of  securities  and  futures  markets 
internationally  has  shown  little  consistency  across 
national  boundaries.  While  regulation  should  be 
adequate,  great  care  must  be  taken  that  our  regulations 
do  not  place  unnecessary  constraints  on  the  U.S. 
securities  and  futures  industries.  Many  Instruments  are 
traded  at  several  different  locations  around  the  world, 
and  regulatory  inequities  could  chase  U.S.  business  to 
foreign  markets. 

In  this  respect,  it  is  of  paramount  importance  that  our 
ability  to  promote  GLOBEX  around  the  world  not  be 
unfairly  impeded  by  foreign  governments.  There  is  no 
substantial  reason  or  rationale  for  any  foreign 
government  to  prevent  the  entry  or  use  of  GLOBEX 
terminals  within  its  boundaries.  Without  beleaguering 
this  Committee,  Exhibit  B  is  comprised  of  several 
articles  that  clarify  the  problems  we  are  encountering 
in  this  respect. 
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We  are  pleased  to  report  that  the  United  Kingdom 
recently  provided  us  full  permission  to  place  GLOBEX 
terminals  in  that  nation,  and  this  was  done  despite  the 
competitive  pressures  from  various  London  exchanges.  He 
also  have  indications  that  the  government  of  France  and 
Switzerland  will  act  favorably  on  behalf  of  GLOBEX. 

However,  as  these  articles  Illustrate,  there  is  a  real 
danger  that  not  all  nations  are  willing  to  maintain  a 
level  playing  field  in  this  arena.  There  is  much  at 
stake.  Our  request  for  approval  from  the  Ministry  of 
Finance  of  Japan  has ,  thus  far ,  been  unanswered .  Our 
patience  goes  unrewarded.  Indeed,  we  have  heard  the 
distjuieting  rumors  that  the  Ministry  is  taking  a  very 
different  approach.  Accordingly,  we  wish  to  alert  you 
to  this  serious  danger.  We  have  spoken  with  Secretary 
of  Commerce  Mosbacher,  Special  Trade  Representative 
Carla  Hills  and  other  administration  officials  as  well 
as  Congressional  leaders  in  this  country.  We  will 
continue  to  do  so.  But  this  Committee  in  particular 
must  be  vigilant  in  this  respect  and  do  everything  in 
its  power  to  preclude  any  foreign  nation  from 
arbitrarily  preventing  this  U.S.  private  sector 
initiative  and  Ingenuity  from  achieving  its  fair 
competitive  potential. 


The  Chicago  Mercantile  Exchange  Is  firmly  committed  to 
meeting  its  self -regulatory  responsibilities.  We 
believe  that  our  record  of  achievements  in  this  area  is 
well  documented.  In  addition,  we  believe  that  the 
process  by  which  we  are  examining  the  entire  scope  of 
our  trading  rules  in  a  very  thorough  and  thoughtful 
manner  meets  the  highest  goals  of  self-regulation. 

We  recognize  that  our  customers  have  interests  in  market 
integrity,  efficiency  and  liquidity.  we  take  our 
obligations  to  safeguard  these  interests  very  seriously. 
Through  the  examination  of  our  rule  enforcement  system 
we  have  sought  to  structure  recommendations  to  further 
market  integrity  with  a  minimum  of  market  disruption. 
He  believe  that  only  by  allowing  U.S.  futures  exchanges 
to  determine  market-efficient  measures  to  meet  their 
self -regulatory  responsibilities,  with  CPTC  oversight, 
will  the  U.S.  futures  industry  continue  to  enjoy  its 
pre-eminent  role  among  all  futures  markets  worldwide. 

He  will  be  pleased  to  answer  any  questions. 
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SXHIBII  A 


CHICAGO  MBICANTILE  E)(CHA(MCE 

Aagaat  3,    19S9 

^ftCM:  BOASD  OF  GOVtSVQRS 

HE:  StaOOIK  07  TRADIBC  BOU  EHHMCBOOITS 


Ths    Board    of    Sovamoi-s,     at    ici 
August     2,     Bdopcad    a     cos^reher 

sucvaillance  enlunoaants . 

Tbe  anhancBnenta  ara  the  result  of  tha  caraful  and  langthy  . 
process  twgun  in  January  by  tha  Spacial  Coseittea  to  Ravlaw 
Trading  Practices,  ria  Spacial  CoaaittH  cacoBnandaClons ,  Issuad 
in  April,  war*  revlewad  and  refined  by  six  intamal  committacs  of 
tha  Exchange ,   to  vit: 

TRADIHS  FKACnCES/DCXL  XHADIKC  (Chainian-Stevan  £. 
HollacJc,  Vice  cfaainun-Pbillip  T.  Karaf otaa} ;  TOADIXG 
PSACTICZS/BROI^EB  A5S0CIATX0HS  t  VESBAL  OKDE&S 
{Chairaan-Louia  C.  Schwarti,  Vica  chairsaR-Bcnnrd  b. 
Dubnow);  TSAOISC  SDRVZILLAHCS  {Cbaiman -Lorry  B. 
Lsonard,  Vice  Quiman-Rilliaa  C.  Kuno]  f  DISCrPLIXAKl 
PBACTICK5  {Chaira  an -Laura  nee  M.  ttosenbarg.  Vice 
Ctulraut-)!.  Scott  Cordon] ;  ctb  EKBUcaiaiTS  (cnalrman- 
Riilip  L.  Glass,  vica  ChairsanHlirard  C  Milled 
AOflSSIOH  BMOrgHUarS  (OtainiBn-JuMS  £.  Olift,  Visa 
ChairBsn-Michaal  P.   Savocs) . 

The  intamal  conalttaas  raporta,  which  Eubstantially  uphsld  tha 
Spacial  CoDidttaa's  racoBnandations,  vera  racently  submitted  to 
tha  Board  of  Covamors. 

Attachad  is  a  Buamary  of  tha  final  trading  nila  and  acrveillaRca 
•Bhancaaants  adoptad  by  tha  Board,  to  taks  affect  upon  approval 
by  tha  Co^Dodity  Futuras  Trading  CoiBiision.  1%  ^honld  ba  noted 
that  tha  rola  wtth  raswct  ^p  Dual  TraJino  will  b«  sjt  for 
rafarandini   In  th»  naar  futura. 

On  Bahalf  of 
tha  Board  of  Govamors 


Drivt      Cicagc,  LBnos  GOGDS      312/930-1000 
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EOHlOUiY  OP  TBUDma   ROLE  EHHAHCEHENTS 

ADOPTED  Bt   lEZ  BOAKD  OF  GOVESNORS  OF  THE 

CSICASO  KEKOUnlLE  EXCHANGE 


TSmiSDAY,  ACSUST  3,  1983 
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SnHMLRg  op  TMDTKG  BPLE  nmMCgtEMTS 

ADOPTED  BY  THE  CSICXGO  KERCAMTHZ  EXCgAMGE 

BOAKD  OF  COypRHOM 


I.      TBUIXHS  PRXCnCES. 


DOM.  TfyPTWCS. 

1 .  Ban  dual  trading  In  all  fuCuras  and  options  contract 
Bonths  in  which  the  verifiabilit?  o£  trade  tines  fails 
to  naac  a  nininun  90t  standard  of  accuracy.  Within  two 
years  of  tha  affectiv*  data,  this  reguiranant  wiJ.!  b« 
raisad  to  a  92t  standard  of  accuracy. 

2.  Require  members,  wbo  on  any  given  day  have  executed 
customer  orders ,  to  naniially  record  the  tine  of  all 
subsequent  personal  trades  to  the  nearest  ninuta. 


To  brokers  wbo  have  received  specific  permission 
in  writing  from  the  ultinate  custoner,  which 
specifically  identifies  the  broker; 

To  brokers  who  predominantly  conduct  spread  busi- 
To  traders  who  fill  orders  for  other  nembers;  and 
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BROKgR  AS5OCIATI0H5. 

1.  Ban  nambers  of  profit-sharing  Brolcer  Associa'tions  fron 
trtidlng  for  Uieir  personal  acccont  vi£h  sther  scmbars 
in  thm   aau*  association  sxacutinq  custoner  orders. 

2.  Louar  th«  parcantage  linitation  from  1S%  to  10%  on 
nambsrs  trading  for  personal  accounts  with  aenbers  of 
th«  '  can*  af filtata  brolcar  association  axacutinq 
customer  ordars. 

3.  %»uuIationfi  with  any  ccmon  aesba^  vill  be  eenBidar«d 
as  on«  association  for  the  purpose  of  the  application 
of  trading  rastrictiona. 


Require  s  ■ember  placing  a  verbal  ordar  to  sinultaneously 
make  a  written  record  of  ttia  order  and  to  record  the  time  it 
is  placed  to  the  nearest  ninuta.  Strictly  enforce 
coBpliance  with  existing  recordkeeping  rules  ,  for  verbal 

HOTE:  The  foregoing  requirement  does  not  apply  to  order's 
for  options  versus  futures  and  other  spread 
strategies. 


XX.      TRUUSG  SDRVEIUJUICE. 
REPORTIHS  QP  KATCHEa  TSAD^S    FOR  VSV^Za  OH   FLOOR. 

Provide  all  trade  data,  inciuaing  related  CoEpu^eriBB-J  Ttau? 
Reconstruction  times.  Customer  Type  Indicator  codes  and  Stop 
Order  indicator  information,  for  review  by  members  on  the 
trading  floor  on  a  naxt-dsy  basis. 


I   Stm?gTLlJ»irg   BTAFF. 


1.  Increase  the  nusber  of  full-time  floor  surveillsnce 
staff  to  ensure  coverage  uf  >11  traalng  areas, 
including  iini)t<iiiiiiii  coverage  of  market  opening*  and 
Closes . 

2.  Efipand  the  authority  of  the  floor  surveillance  staff  to 
inclu'l'i  Immediate  inspection  of  all  trading  floor 
documents,   including  customer  orders  and  trading  cards. 

3.  Authorize  the  hiring  of  additional  Coapliance  start. 
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Znstitat*     «l«ctroiiic     survttillanca      tas     invest Igacivi 
purpoac«,    sobjact  to  ft  slic-BcmUi  f«tlng  pttriod. 


Enbanca  the 'voDitoring  of  out-t:radu  and  thalr  resolution. 


OMgQSITJtBI. 


1.  Appoint  non->aBb«rs  to  all  aajor  disciplinary 
eoautt***. 

2.  ?rabibit  aeabers,  lAo  hava  been  found  goilty  of  aajor 
rule  violations  vithin  the  last  five  years,  or 
substantive  Kinor  rule  Violations  within  the  last  three 
years.  Eras  serving  on  tlie  Exdtange's  Kevbership, 
disciplinary  and  floor  education  ccnnittees. 

B.       vmxrrrr  ffTBDtrwjm;. 

In  addition  to  existing  penalties,  adopt  special  penalty 
guidelines  £or  rule  violations  involving  financial  injuries 
to  public  CQStoners. 

1.       Major  rule  violations. 


b.       Second  offense  —  Expulsion. 
Minor  rule  violation*. 


One     year     suspensioi 

Llet 

Foorth  off anse  - 


be  explained  in  the 
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g  comnTrgB  mcisroHS. 


IV.      COKPDTERIZED  TRADE  RecONSTRtlCtlOH   (CTK)    EHKANCEKEHTS . 


Rflquira  hourly  pick-up  of  trading  cards. 

Radues  the  prcaent  SO-ninute  bracXeta  to  IS-mlnute  tarack«ts. 
desi gnats     spr«ad 


F.  Require  that  clocXs  b*  diangcd  to  raflect  military  tlaa  to 
accoBDodat*  SI2BZX  and  the  recaipt  of  orders  during  non- 
trading  hours. 

C.       study  faasibility  ct  synchronizing  trading  floor  clodcs. 


V.      AIKSSTOH  REgniltEKEKTS. 
FLOOR  EDOCATION  PBOGRflHS,    THCyjOTSB   PHQCHAMS   OH   PVRfCS. 

with   a 


APPUanop  PROCEDORgS. 

Regaira  a  Member- applicant  to  apply  for  a  floor  broker's' 
license  with  tha  Hatisnal  Futures  Association,  thereby 
requiring  a  nor*  thorough  background  check,  including  a 
fingerprint  check  with  the  FBI. 
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Merc's  Globex  faces  Japan  cold  shoulder 
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Trade  in  ifae  dmt.  Giobex  ia  a  new 
wrinlds,  and  Ihe  Japinese  ire 
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Futures  Venture  SsSSS 
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Senator  Haekin.  Thank  you,  Mr.  Melamed. 
Mr.  Guttman. 

STATEMENT  OF  Z.  LOU  GUTTHAN,  CHAIRMAN  OF  THE  BOARD  OF 
DIRECTORS,  NEW  YORK  MERCANTILE  EXCHANGE,  NEW  YORK, 
NY 

Mr.  Guttman.  Good  afternoon  Mr.  Chairman  and  members  of 
the  committee.  Thank  you  for  providing  the  New  York  Mercantile 
Exchange  wit^  this  second  opportunity  to  appetir  before  the  com- 
mittee to  discuss  the  reauthorization  of  the  CFTC  emd  to  share  our 
views  on  S.  1729. 


My  comments  today  will  be  brief.  NYMEX  strongly  supports  the 
committee's  efforts  to  strengthen  the  oversight  of  the  futures  and 
options  industry.  It  has  been  said  very  often  over  the  past  several 
monUis  that  there's  a  crisis  of  confidence  in  the  integrity  of  our 
markets.  Your  constituents  undoubtedly  want  to  know  what  you 
have  done  to  protect  them.  You  in  turn  want  and  have  the  right  to 
know  what  we  as  exchanges  and  the  CFTC  are  doing  to  r^ulate 
our  markets.  The  bottom  line  is  we  all  have  to  work  togethw  to 
maintain  the  public  confidence  and  to  take  the  necessary  steps  to 
ensure  that  our  markets  are  not  susceptible  to  fraud  or  abuse. 

I  would  like  to  submit  my  written  statement  for  the  record  as 
well  as  the  joint  statement  submitted  by  the  four  New  York 
exchanges. 

cOMPmnoN 

There  is  only  one  subject  that  I  wish  to  address  today,  Mr.  Chair> 
mem  emd  members  of  the  committee,  along  the  same  lines  as  my 
colleagues  from  Chicago,  and  that  is  competition — specifically,  Hie 
competition  facing  the  U.S.  futures  and  options  exchanges  from 
abroad  and  at  times  at  home. 


Our  competition  comes  ftx>m  a  variety  of  sources,  none  of  them 
as  highly  regulated  as  the  U.S.  futures  industry.  Over  the  past  few 
years,  energy  futures  markets  in  direct  competition  with  NYMiX, 
have  opened  in  London,  Singapore  and,  most  recently,  in  Rotter- 
dam. An  exchange  in  Tokyo  competes  directly  with  NYMEX's  plat- 
inum contract  and,  we  imderstand,  the  Japanese  will  shortly  b^jin 
to  trEide  energy  futures. 

Futures  markets,  or  risk-shiiting  markets,  compete  with  each 
other  on  three  basic  points — market  integrily,  market  efficiency, 
and  price. 

MARKET  INTEGBITY 

On  the  issue  of  market  integrity,  it  is  NYMEX's  belief  that  U.S. 
conti      t    markets    have    always    provided   the    highest   level    of 
ler  protection  in  the  world. 
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MARKET  EFFICIENCY 

At  present,  U.S.  contract  markets  are  also  the  most  efficient  in 
the  world.  0^>en  outcry  auction  trading  has  survived  the  test  of 
tune  and  consistently  provided  the  narrowest  remges  between  bids 
and  offers  and  the  ability  to  execute  large  orders  with  the  least 
amount  of  disruption. 

THESE  ABE  THREE  PROVISIONS  OP  THE  BILL  THAT  WE  BELIEVE  HAVE 
SIGNIFICANT  POTENTIAL  TO  DECREASE  llARKET  EFFICIENCY  AND, 
THEREFORE,  WEAKEN  OUR  COMPGTmVE  POSITION 

There  are  three  provisions  of  the  bill  that  we  believe  have  signif- 
icant potential  to  decrease  market  efficiency  and,  therefore, 
wefiken  our  competitive  position.  The  first  is  the  requirement  that. 
In  3  years,  the  exchai^es  employ  hand-held  technol<%y  to  recent] 
trades  and  execution  times  of  transactions  on  exchange  floors.  Let 
me  assure  you  that  we  are  working  diligently  at  developing  tech- 
nology that  will  enable  us  to  meet  this  standard,  but  the  technolo- 
gy is  not  there  yet,  find  while  are  efforts  are  sincere,  there  is  no 
assurance  that  it  will  be  there  in  3  years. 

Now,  in  listening  to  the  opening  remarks  of  Chairman  Mahl- 
tnann  from  the  CBT,  he  has  seiid  ^at  it  will  be  there  in  3  years, 
and  I  would  like  to  assure  you  that  if  it  is,  NYMEX  wiU  be  there  to 
participate. 

The  speed  at  which  our  markets  operate  is  well  documented. 
Freuikly,  our  speed  is  what  gives  our  customers  the  best  prices  tmd 
is  the  basic  reason  for  our  success.  Computer  technology  that  could 
slow  the  process,  either  because  its  response  time  is  too  slow  or  be- 
cause a  broker  would  be  required  to  input  information  at  a  time  he 
should  be  executing  customer  orders,  cle{u*ly  threatens  our  ability 
to  compete  with  other  markets. 

OUR  FEAR  THAT  THE  PRESSURE  OF  THE  3-YEAR  DEADUNE  WILL  LIMIT 
THE  AMOUNT  OF  TESTING  THAT  WILL  BE  DONE  AND  LOWER  THE 
QUAIXTY  AND  RELIABILITY  OF  THE  FINISHED  PRODUCT 

The  bill  would  require  us,  as  prudent  businessmen,  to  make  our 
planning  decisions  today,  in  1989,  under  the  assumptions  that  the 
tec^ology  will  be  the  mandate  in  1992.  In  is  our  fear  that  the 
pressure  of  the  3-year  deadline  will  limit  the  Eunount  of  testing 
that  will  be  done  and  lower  the  quality  and  reliability  of  the  fin- 
ished product. 

While  we  recognize  Congress'  desire  to  keep  our  feet  to  the  fire 
on  this  issue,  we  would  respectfully  request  that  the  3-year  dead- 
line, even  with  its  potential  for  extension,  be  removed  from  the 
bUl.  Congress  and  the  CFTC,  today,  have  the  oversight  authority  to 
monitor  our  progress  in  developing  the  appropriate  technolc^y. 


Another  potential  for  harming  our  market  efficiency  comes  from 
the  potential  dual  trading  prohibition.  We  share  Congress' 
that  excliELnges  should  have  systems  in  place  to  deter,  detect  a    i 
punish  trade  practice  violations  and  that  if  a  practice  is  in  uv 
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bad  or  ssrstematically  unpoliceable,  it  should  be  abolished.  Howev- 
er, NYMEX  believes  it  has  been  well  established  that  dual  trading 
itself  is  not  bad  and  that  the  elimination  of  dual  trading  may  have 
very  limited  benefits  in  preventing  the  types  of  violations  alleged 
to  have  occurred  in  Chicago. 

Notwithstanding  statements  you  have  heard  today,  we  continue 
to  believe  that  dual  trading  plays  a  role  in  the  efficiency  of  our 
markets  by  providing  the  capital  find  liquidity.  As  there  are  no  test 
markets  to  use  eis  a  control  for  an  empirical  study,  as  the  bill 
would  require  in  order  to  preserve  dual  trading  from  a  potential 
prohibition,  we  are  concerned  that  it  may  be  impossible  to  sustain 
Hie  burden  of  demonstrating  a  "substantial  likelihood"  that  a  dual 
trading  ban  will  harm  the  public  interest.  Our  actively  trading 
markets  are  not  the  place  to  conduct  that  experiment,  Mr.  C3iair- 
man.  There  are  other,  far  less  risky  methods  of  protecting  our 
markets'  integrity. 

BBSPONDEAT  SUPERIOR  LIABIUTY  ON  A  FUTURES  COMMISSION  MER- 
CHANT FOR  THE  ACTS  OF  AN  INDEPENDENT  FLOOR  BROKER  HAS  THE 
POTENTIAL  TO  HARM  OUR  MEMBERSHIP  COMPOSITION  AND 
DEVELOPMENT 

Finally,  the  provision  of  the  bill  that  would  provide  respondeat 
superior  liability  on  a  futures  commission  merchant  for  the  acts  of 
an  independent  floor  broker  has  the  potential  to  harm  our  mem- 
bership composition  and  development.  Independent  floor  brokers 
Bire  entrepreneurs  who  fill  ^ps  in  the  need  for  brokerage  services 
where  £md  eis  they  arise.  In  lieu  of  accepting  employer-type  liability 
for  the  acts  of  independents  over  whom  they  cannot  exercise  com- 
plete control,  FCMs  big  likely  to  use  exclusively  employee  floor 
brokers  and  the  markets  will  lose  their  flexibilily  and  efficient 
that  independent  floor  brokers  provide. 

WE  STRONGLY  OPPOSE  THE  SERVICE  TEE  PROVISION  IN  THE  BILL 

One  last  issue  I  would  like  to  discuss  is  the  service  fee.  We 
strongly  oppose  the  service  fee  provision  in  the  bill,  which  merely 
represents  an  additional  tax  on  our  industry.  The  tax  is  duplica- 
tive, inasmuch  eis  the  bill  is  requiring  exchanges  to  perform  the 
r^ulatory  function  under  strict  penEiIty  of  law  and  it  is  then 
charging  them  a  fee  to  ensure  the  performance  of  that  function. 

Accordingly,  we  would  request  that  the  service  fee  provision  be 
deleted  from  the  bill.  In  its  place,  we  believe  a  study,  along  the 
lines  of  Senator  Boschwitz'  stetement  esLrlier,  that  would  Eissess  the 
effect  of  service  fees  on  our  ability  to  compete  with  foreign  competi- 
tors. Any  step  which  could  have  a  direct  economic  advEuitage  to  our 
competitors  should  be  discouraged. 


To  summarize  quickly,  we  respectfully  request  this  committee  to 
CEU*efully  consider  the  cumulative  impact  of  this  bill  on  our  com- 
petitiveness in  the  world  marketplace.  We  also  ask  that  you  CEU-e- 
fiilly  consider  the  mtmy  technical  and  due  process  issues  raised  in 
joint  New  York  Elxclumge  letter. 
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Mr.  Chairman,  let  me  assure  you,  with  respect  to  those  changes, 
thtit  we  are  not  attempting  to  weaken  the  bill  at  all.  We  merely 
want  to  ensure  that  its  provisions  are  able  to  operate  eis  intended. 
We  hope  that  we  can  work  with  your  staff  to  address  these  issues 
prior  to  a  full  committee  vote. 

Thank  you  for  your  time. 

[The  prepetred  statement  of  Mr.  Guttman  follows:] 
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■Ml  New  \brk  Mercantile  Exchange 


statement  of  Z.  Lou  Guttoan 

Chainnan  of  the  Board  o£  Directors 

Mem   York  Mercantile  Exchange 

Before  the 
Onited  States  Senate 
Committee  on  Agriculture,  Nutrition  &  Fort 

October  17,  1989 


Good  morning  Mr.  Chairman  and  Members  of  the 
Committee.   Thank  you  foi  providing  the  New  York 
Mercantile  Exchange  with  this  second  opportunity  to 
appear  before  the  Committee  to  discuss  the 
reauthorization  of  the  CFTC  and  to  share  our  views  on 

S.  1729. 

My  comments  today  will  be  brief.   HYHEX 
strongly  supports  the  Committee's  efforts  to  strengthen 
the  oversight  of  the  futures  and  options  industry.  We 
recognize  that  in  drafting  this  legislation,  the 
sponsors  have  endeavored  to  ensure  that  the  futures  and 
options  industry  in  the  United  States  is  the  fairest 
and  the  most  honest  in  the  world.  As  I  told  this 
Committee  in  May,  we  share  that  goal.  We  also  believe 
that  the  sponsors  have  given  serious  attention  and 
effort  to  minimizing  the  disruption  to  the  present 
method  by  which  business  is  done  on  our  Exchanges.   In 
most  respects,  they  have  succeeded. 

NYHEX  has  several  important  recommendations 
for  technical  amendments  and  amendments  aimed  at 
ensuring  fundamental  fairness  in  the  process  of 
assessing  and  sanctioning  exchanges.  Our 
recommendations  are  contained  in  a  joint  letter 
submitted  to  members  of  the  Committee  by  all  of  the  New 
York  exchanges  and  I  will  not  address  them  today.   I  am 
confident  that  we  can  work  with  the  Committee  and  its 
staff  to  resolve  these  concerns. 

There  is  only  one  subject  that  1  want  to 
address  today  —  Competition.   Specifically,  the 
competition  facing  the  U.S.  futures  and  options 
exchanges  today  from  abroad  and  at  hone. 
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I  know  that  I  do  not  need  to  educate  this 
Connnittee  on  how  improved  communications  and  the 
fungibility  of  money  have  made  the  international 
financial  markets  far  more  competitive  ovei  the  past 
few  years.  The  ability  of  market  participants  to  'pass 
the  book'  around  the  globe  has  made  it  possible  for 
markets  in  Asian  and  European  time  zones  to  develop  and 
thrive,   in  some  cases,  the  same  products  trade  around 
the  clock.   In  other  cases,  'look-alike'  products  trade 
in  the  various  time  zones  and  are  used  for  the  same 
hedging  and  pricing  purposes  as  the  previously  existing 
and  better  developed  United  States  product. 

Our  competition  comes  from  a  variety  of 
sources,  none  of  them  as  highly  regulated  as  the  U.S. 
futures  industry.  Over  the  past  few  years,  energy 
futures  markets  in  direct  competition  with  NYHEX,  have 
opened  in  London,  Singapore  and  most  recently, 
Rotterdam   An  exchange  in  Tokyo  competes  directly  with 
HVMEX  5  platinum  contract  and,  we  understand,  the 
Japanese  will  shortly  begin  to  trade  energy  futures. 
Our  competition  also  coraes  from  non-exchange  products 
traded  in  the  U.S.  and  overseas.   Forward  contract 
trading  markets,  very  similar  to  futures  markets,  but 
without  regulation,  play  a  large  role  in  the  energy 
trading  arena.   In  addition,  the  CFTC  recently 
authorized  non-registered  swap  transactions  in 
commodities  that  S6tv6   many  of  the  sanie  risk-shifting 
functions  as  futures  contracts.   As  soon  as  that 
happened,  our  competitors  begin  to  run  full  page 
advertisements  in  the  Wall  Street  Journal  and 
elseuhere,  inviting  our  market  participants  to  trade 
these  unregulated  contracts.  The  swap  market  appears 
to  be  growing  rapidly. 

Futures  markets,  or  risk-shifting  markets, 
compete  with  each  other  on  three  basic  points  —  Market 
Integrity,  Market  Efficiency  and  Price.   We  hope  that 
Members  of  the  Committee  will  carefully  consider  the 
cumulative  cost  of  this  legislation  in  terms  OE  market 
efficiency  and  price  prior  to  voting  on  the  entire 
package  of  reforms. 

On  the  issue  of  Market  Integrity,  it  is 
NYMEX's  belief  that  U.S.  contract  markets  have  always 
provided  the  highest  level  of  customer  protection  in 
the  world.   As  I  said  at  the  outset   we  support  the 
proposed  legislation  insofar  as  we  believe  that  it  will 
enhance  market  integrity  and  improve  our  image  in  the 
public's  eye.   In  those  respects,  it  should  strengthen 
our  ability  to  compete. 
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At  pEasent,  U.S.  contract  markets  are  also  the 
most  efficient  in  the  world.   Open  outcry  auction 
trading  has  survived  the  test  of  time  and  consistently 
has  provided  the  narrowest  ranges  between  bids  and 
offers  and  the  ability  to  execute  large  orders  with  the 
least  disruption. 

There  are  three  provisions  of  the  bill  that  we 
believe  have  significant  potential  to  decrease  market 
efficiency  and,  therefore,  weaken  our  competitive 
position.   The  first  is  the  requirement  that,  in  three 
years,  the  exchanges  employ  hand-held  technology  to 
record  trades  and  execution  times  of  tiansactlons  on 
exchange  floors.   We  are  working  diligently  at 
developing  technology  that  will  enable  us  to  meet  this 
standard.   Indeed,  as  our  colleagues  from  COhex  have 
told  you,  the  New  York  exchanges  have  been  working  on 
the  project  since  long  before  this  reauthorization 
process  began,  because  it  was  perceived  that 
technology,  if  it  could  be  developed,  could  actually 
enhance  market  efficiency. 

But  the  technology  is  not  there  yet.  And 
while  our  efforts  are  sincere,  there  is  no  assurance  it 
will  be  there  in  three  years.   The  speed  at  which  our 
markets  operate  is  well  documented.   Frankly,  our  speed 
is  what  gives  our  customers  the  best  prices  and  is  the 
basic  reasons  for  our  success.   Computer  technology 
that  could  slow  the  process,  either  because  its 
response  time  is  too  slow  or  because  a  broker  would  be 
required  to  input  information  at  a  time  he  should  be 
executing  customer  orders,  clearly  threatens  our 
ability  to  compete  with  other  markets. 

We  acknowledge  that  the  bill  contains  a 
provision  which  would  permit  a  delay  in  the  three-year 
effective  date  of  this  provision  if  the  CFTC  and  GAO 
believe  it  necessary.   However,  as  prudent  businessmen, 
we  must  make  our  planning  decisions  today  —  in  19B9  — 
under  the  assumption  that  technology  will  be  the 
mandate  in  1992.   Accordingly,  in  assessing  the 
alternatives  available  today,  some  cheaper  or  more 
efficient  than  others  but  not  available  on  a  time 
schedule  that  would  permit  implementation  in  three 
years,  the  bill  would  require  us  to  choose  more 
expensive  or  less  efficient  alternatives.   In  addition, 
by  setting  an  implementation  date,  the  bill  essentially 
mandates  the  amount  of  testing  that  can  be  done  with 
technology.  As  we  all  know,  each  phase  of  development 
must  be  completed  before  the  next  can  begin.   It  is  our 
fear  that  the  pressure  of  the  three-year  deadline  will 
limit  the  amount  of  testing  that  will  be  done  and  lower 
the  quality  and  reliability  of  the  finished  product. 

-3- 
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While  ore  recognize  Congress'  desire  to  keep 
our  feet  to  the  fire  on  this  issue,  we  would 
respectfully  request  that  the  three-year  deadline  (even 
with  its  potential  foi  extension)  be  removed  from  the 
bill.   Congress  and  the  CFTC  have  the  oversight 
authority  to  monitor  our  progress  in  developing  the 
appropriate  technology.   We  would  submit  that  this 
deference  to  the  efficiency  of  our  markets  would  not 
weaken  our  drive  or  commitnient  to  achieve  the  intended 
result. 

Another  potential  for  harming  our  market 
efficiency  comes  from  the  potential  dual  trading 
prohibition.   We  share  Congress'  belief  that  eichanges 
should  have  systems  in  place  to  deter,  detect  and 
punish  trade  practice  violations  and  that  if  a  practice 
is  inherently  bad  or  systematically  unpoliceable,  it 
should  be  abolished.   However,  NYHEX  believes  it  has 
been  well  established  that  dual  trading  itself  is  not 
bad  and  that  the  elimination  of  dual  trading  may  have 
very  limited  benefits  in  preventing  the  types  Of 
violations  alleged  to  have  occurred  in  Chicago. 

Congress  has  also  heard  the  arguments  —  and  I 
won't  repeat  them  —  that  dual  trading  plays  at  least 
some  role  in  the  efficiency  of  our  markets,  by 
providing  capital  and  liquidity  that  allows  market 
participants  to  price  and  shift  risk  with  the  narrowest 
bid-ask  spreads  in  the  world   The  narrowest  bid-ask 
spreads,  of  course,  give  custoners  the  best  prices. 

The  way  the  bill  is  currently  written,  if  the 
loss  of  dual  trading  Is  threatened,  a  contract  market 
could  only  save  it  if  the  contract  market  could 
demonstrate  a  'substantial  likelihood"  that  the 
suspension  would  harm  the  public  interest.   We  submit 
that  such  standard  is  too  high.  As  there  are  no  test 
markets  to  use  as  a  control  for  empirical  Study,  we  are 
concerned  that  it  may  be  impossible  to  sustain  a  burden 
of  demonstr-ating  a  "substantial  likelihood"  that  a  dual 
trading  ban  will  harm  the  public  interest.   Our 
actively  trading  markets  are  not  the  place  to  conduct 
that  experiment.   There  are  other,  far  less  risky, 
methods  of  protecting  our  markets'  integrity. 

Finally,  the  provision  of  the  bill  that  would 
provide  respondeat  superior  liability  on  a  futures 
commission  merchant  for  the  acts  of  an  independent 
floor  broker  has  the  potential  to  harm  our  membership 
composition  and  development.   Independent  floor  brokers 
are  entrepreneurs  who  fill  a  valuable  service  to  the 
market  in  being  willing  "free  agents"  filling  gaps  in 
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the  need  for  brokerage  seivices  where  and  as  they 
arise.   In  lieu  of  accepting  employer- type  liability 
for  the  acts  of  "independent"  over  whom  they  cannot 
exercise  complete  control,  FCMs  are  likely  to  use 
exclusively  employee  floor  brokers.   This  will  drive 
the  floor  brokerage  business  into  the  FCMs,  eliminate 
the  efficiencies  provided  by  the  independent  floor 
brokers  and  prevent  the  entry  and  growth  in  our 
membership  of  these  small  entrepreneurs. 

On  the  issue  of  Price-competitiveness,  many  of 
the  responses  to  the  events  of  the  last  several  months 
will  increase  our  cost  of  doing  business. 

Many  are  self-imposed.  We  have  committed 
additional  resources  to  our  Compliance  Department 
staffing  and  systems  development.  We  have  increased 
our  trade  documentation  requirements  resulting  in 
additional  administrative  and  recordkeeping  costs.   We 
have  conmitted  to  the  development  of  hand-held 
technology  and  electronic  trading.  All  of  these 
increased  costs  we  can  accept  because  they  will  improve 
our  ability  to  detect  and  deter  rule  violations. 

The  bill  also  imposes  certain  costs  associated 
with  its  regulatory  provisions.   To  name  just  a  few, 
increased  CFTC  reviews  of  exchange  trade  monitoring 
systems  will  cost  money.   Restrictions  on  oral  orders 
will  impose  costs  to  compensate  for  the  efficiencies 
the  practice  permits.   The  disclosure  of  all  broker 
relationships  —  trading  aod  non-trading  —  will 
increase  administrative  costs. 

We  are  ready  to  live  with  these  cost 
increases.   However,  we  strongly  oppose  the  service  fee 
provision  in  the  bill,  which  merely  represent  an 
additional  tax  on  our  industry.   The  tax  is  duplicative 
inasmuch  as  the  bill  is  requiring  exchanges  to  perform 
the  regulatory  function,  under  strict  penalty  of  law, 
and  it  is  then  charging  them  a  fee  to  ensure  that  they 
performed  that  function. 

Moreover,  it  is  the  exact  opposite  measure 
from  those  taken  by  your  foreign  counterparts  who  are 
seeking  to  use  legislation  to  promote  economically  the 
development  of  business  in  the  region.   In  Singapore, 

for  example,  where  an  exchange  called  SIMEX  trades  a 
High  Sulphur  Fuel  Oil  contract  in  direct  competition 
with  NYMEX,  the  government  has  capped  tax  rates  on 
trading  to  10%  as  an  incentive  to  induce  people  to 
trade  SIHEX  instead  of  NYHEX.  These  foreign  incentives 
m&ke  it  difficult  for  us  to  compete.  While  we  are  not 
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Accordingly,  we  would  request  that  the  service 
fee  pcovision  be  deleted  from  the  bill.   In  its  place, 
we  believe,  a  study  should  be  mandated  that  would 
assess  the  effect  of  service  fees  on  our  ability  to 
compete  with  foreign  competitors.   Any  step  which  could 
have  a  dicect  economic  advantage  to  our  competitors 
should  be  discouraged. 


To  sumnacize  quickly,  we  would  respectfully 
request  this  Comnittee  to  carefully  consider  the 
cumulative  impact  of  this  bill  on  our  competitiveness 
in  the  world  marketplace.  We  would  also  ask  that  you 
carefully  consider  the  many  technical  and  due  process 
issues  raised  in  the  joint  Mew  York  exchange  letter. 
Let  me  assure  you  with  respect  to  those  changes  that  we 
are  not  attempting  to  weaken  the  bill  s^   all,  we  merely 
want  to  be  sure  that  its  provisions  are  able  to  operate 
as  intended.   He  hope  that  we  can  work  with  your  staff 
to  address  these  issues  prior  to  the  full  Comnittee 
vote. 


Thank  you  for  your  time. 
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Senator  Harkin.  Thank  you,  Mr.  Guttman. 
Mr.  Fink. 

STATEMENT  OF  ROBERT  E.  FINK,  CHAIRMAN,  BOARD  OF 
GOVERNORS,  COMMODITY  EXCHANGE,  INC.,  NEW  YORK,  NY 

Mr.  Fink.  Thank  you,  Mr.  Chairman. 
I  am  Bob  Fink,  chairman  of  COMEX. 

INTRODUCnON 

Mr.  Chairman,  there  is  little  doubt  that  1989  will  be  seen  as  a 
turning  point  for  the  United  States  futures  markets.  A  year  that 
b^an  with  headlines  regarding  undercover  investigations  has  gen- 
erated debate  about  reform,  which  at  times  has  been  marked  by 
strident  dialc^  eimong  and  between  Congress,  the  CFTC,  and  the 
exchanges.  Although  public  trust  in  our  markets  suffered  a  serious 
setback  last  winter,  the  year  will  end  eis  one  of  great  positive 
change.  If  the  proposed  l^islation  before  you  is  enacted,  1989  will 
be  seen  as  the  year  that  led  to  increases  in  the  manpower,  exper- 
tise £uid  strength  of  purpose  of  the  CFTC.  1989  is  also  the  b^^- 
ning  of  an  era  in  which  traditional  trading  methods  and  new  tech- 
nologies will  be  intertwined  in  a  stronger  market  fabric.  And, 
finally,  1989  is  a  year  in  which  this  committee  and  its  counterpart 
in  the  House  of  Representatives  led  the  entire  industry — exchanges 
and  regulators  alike — on  a  course  of  self-examination  eind  broad 
reform. 

Exactly  what  changes  will  emei^e  from  this  process  remain  to  be 
seen.  What  is  clear,  however,  is  that  the  entire  movement  seems  to 
be  guided  by  one  overriding  principle:  that  the  integrity  of  our 
markets  is  of  parsimount  importance  and  that  no  aspect  of  the  way 
we  do  business  should  be  viewed  as  sacroseuict.  COMEX  believes 
that  this  should  be  the  principle  by  which  the  process  of  reform  is 
guided. 

If  this  industry  cannot  demonstrate  to  market  users  and  r^ula- 
tors  that  it  values  customer  safety  as  its  highest  priority,  then  it 
should  be  prepared  to  lose,  or  have  restricted,  some  of  its  most  in- 
grained operating  practices.  At  the  same  time,  though,  Mr.  Chair- 
man, care  should  be  exercised  so  that  reforms  intended  to  improve 
the  integrity  of  our  markets  do  not  result  in  the  impairment  of 
their  vital  economic  function. 

A  STRONG  CFTC 

The  primary  instrument  necessary  to  ensure  that  the  exchanges 
fulfill  their  self-regulatory  obligations  is  a  strong  and  capable  gov- 
ernment regulator.  This  bill  goes  a  long  way  toward  ensuring  ex- 
pertise at  the  senior  levels  of  the  CFTC  and  the  presence  of  highly 
qualified  staff.  Through  its  proposals  for  increased  funding,  parity 
pay  with  other  Federed  financial  regulators,  and  its  commitment  to 
preserve  the  Commission's  jurisdiction  over  the  industry — the  bUl 
gives  the  agency  the  strength  and  durability  that  it  both  deserves 
and  needs.  COMEX  strongly  supports  these  provisions  of  Uie  bill 
H      £ire  designed  to  add  muscle  to  the  CFTC. 
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of  grave  concern  to  exchai^ee  with  limited  resources.  Moreover, 
the  absence  of  any  operative  model  at  this  stage  and  the  evolution- 
ary nature  of  the  development  process  make  it  impossible  to  gauge, 
with  any  degree  of  precision,  the  deadlines  by  which  project  com- 
pletion (or  any  stage  within  the  process)  can  reasonably  be  expect- 
ed. Although  we  at  COMEX  will  attempt  to  develop  euid  implement 
a  system  that  will  satisfy  the  audit  trail  requirements  of  the  bill, 
we  urge  Congress  to  give  the  CFTC  substantial  flexibihty  in  defin- 
ii%  performance  measures  to  be  met  by  each  exchange.  This  would 
go  a  long  way  toward  achieving  the  audit  trail  objectives  in  a  way 
that  is  most  cost  effective  and  least  market  disruptive. 

DUAL  THADING 

On  the  subject  of  dual  trading,  COMEX  has  consistently  taken 
the  position  that  the  practice  makes  significant  contributions  to 
our  markets.  Restrictions  on  dual  trading  will  result  in  reduced  li- 
quidity and  less  efficient  floor  brokerage  services. 

We  believe  that  any  restriction  on  dual  trading  should  result 
only  from  £in  action  of  the  CFTC  based  on  the  conclusion  that  a 
particular  contract  market  luis  failed  to  demonstrate  its  ability  to 
detect  and  punish  abusers  of  this  practice.  We  do  not  believe  that  a 
statutory  ban  of  dual  trading  is  the  appropriate  or  moBt  effective 
way  to  ensure  the  absence  of  abusive  trading  practices. 

COMEX'S  COMMFTMENTS 

Mr.  Chairman  and  members  of  the  committee,  I  want  to  stress 
that  our  concerns  and  objections  to  some  portions  of  the  bill  should 
not  detract  from  our  basic  position  that  the  bill  can  provide  a 
sound  base  from  which  the  issues  can  be  attacked.  COMEX  re- 
mains committed  to  the  task  of  enhancing  find  maintaining  public 
confidence  in  our  market.  As  demonstrated  in  the  GAO  report,  our 
exchange  has  an  exemplary  record  in  detecting,  prosecuting  and 
sanctioning  violators.  We  intend  to  maintain  and  build  upon  that 
record. 

Our  advanced  trade  submission  system  and  preliminfiry  work  in 
the  development  of  a  hand-held  device  demonstrates  our  commitr 
ment  to  the  use  of  the  best  available  technology  and  systems. 

The  ongoing  work  of  our  independent  Special  Advisory  Panel 
represents  our  intent  to  vigorously  explore  every  avenue  of  reform. 

CONCLUSION 

Mr.  Chairman,  the  legislative  process  will  soon  be  coming  to  a 
conclusion.  As  Congress  completes  its  deliberations  on  these  mat- 
ters, we  hope  that  it  will  recognize  the  efforts  of  COMEX  and  those 
of  every  exchange  in  the  country  to  maintain  and  improve  the 
safety  of  their  marketplace.  We  are  concerned  that  the  process  of 
reform  will  be  guided  by  the  assumption  that  the  industry  lacks 
the  ability  or  the  determination  to  provide  such  safety.  This  indus- 
try has  a  renewed  sensitivity  to  its  mandates.  More  than  ever,  it  is 
aware  of  the  responsibilities  it  has  to  customers,  to  determined  r^- 
ulators  and  to  a  dissatisfied  Congress.  The  industry  is  ready  to 

monstrate  that  it  can  fulfill  its  vital  economic  purpose,  while  en- 
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suring  the  highest  possible  standards  of  integrity.  We  hope  the 
laws  that  emerge  &om  this  process  will  allow  it  to  do  both. 

Thank  you. 

[The  prepared  statement  and  attachments  of  Mr.  Fink  follow:] 
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Mr.  CtalnMn,  nentoeEs  of  the  Ccmnittee,  I  ami  Rcbert  E. 
Flrft,  Qiairman  of  CCmnodity  Exciian^e,  Inc.    ("Ocnex"  or  '*thB 
Exciiange") .     I  am  joined  here  today  by  Arnold  Stsdoff, 
President  of  the  Exciiange. 

Oanex  is  the  world's  most  active  metals  futures  inarlcet 
and  the  fourth  most  active  of  all  futures  naricets  In  the  United 
States.     Our  exdianje  provides  an  arena  for  the  tradii^  of 
fiitures  ccntracts  en  gold,  silver,  txjppex:  and  aluminum,  and 
cptlcns  en  gold,  silver  and  cc^per.     Ihe  users  of  our  martets 
Include  f¥)eculators,  caimercial  and  industrial  hec^ecs,  ami 
major  financial  instituticns — both  in  the  U.S.  and  abroad. 

He  ^preciate  the  opportunity  to  be  here  today  to  share 
our  views  en  the  Futures  Tra5ii:q  Piractioes  Act  of  1989. 


Ihere  is  little  doubt  that  1989  will  be  seen  as  a  tumir^ 
point  for  the  united  States  futures  markets.     A  year  that  began 
with  headlines  regarding  underocver  investigaticns  has 
generated  detate  about  reform,  tAiich  at  times  has  been  narlced 
by  strident  dialogue  anic«^  and  between  Ocngress,  the  CFTC,  and 
the  Kcchan^es.     Althctx^  public  trust  In  our  maricets  suffered  a 
serious  setback  last  winter,  the  year  will  end  as  cne  of  great 
positive  change.     If  the  prcposed  legislaticn  before  you  is 
enacted,  1989  will  be  seal  as  the  year  that  led  to  increases  in 
the  maipower,  ei^iertise  and  strength  of  puipcee  of  the  CFFC. 
1989  is  also  the  beglnnii^  of  an  era  in  (Aiich  traditioial 
trading  methods  and  new  tecimologies  will  be  Intertwined  In  a 
strcnger  market  fabric.     And,  finally,   1989  is  a  year  In  whldi 
this  COTniittee  and  its  counterpart  in  the  House  of 
Rqaresaitativea  led  the  entire  industry — exchanges  and 
regulators  alike — en  a  course  of  self-examinatlcn  and  broad 
reform. 

Exactly  yJhat  changes  will  anetge  fnmi  this  process  ranain 
to  be  se^i.     Wat  is  clear,  houever,  is  that  the  entire 
moveanent  seems  to  be  guided  by  cne  overriding  principle:     that 
the  Integrity  of  our  martets  is  of  paraoDunt  Inportance  and 
that  no  aspect  of  the  way  we  do  business  ^xxild  be  viewed  as 
sacrosanct,     Cenex  believes  that  this  should  be  the  principle 
by  vAiidi  the  process  of  reform  is  guided. 
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regulatxKs  tliBt  it  vbIugs  custoKr  saCeAy  as  its  hl^fnst 
pcdori^,  t±Kn  it  abould  be  pn(nred  to  loss,  cr  bsws 
restricted,  scae  of  its  aast  aaciwl  <fHE«tiiig  pgsctioas.     Uiere 
is  w/my  reason  to  faeliewe  that  if  ve,  as  an  inkstzy,  foil  to, 
«ftt  will  lose  business  to  cjUk-  ^ulorts  in  rfiidi  caisfaaeax 
beliawe  tii^  are  LtwaLed  aore  foir-ly.     At  ttw  s^k  tine,  oare 
^lould  be  Bflerdsad  so  ttaat  r^ocas  intended  to  ii^rove  tba 
integri^  oC  our  mwlwt*  do  not  rwnult  in  tlie  't™'       iil    of 
their  vital  eocmsic  fmctioi. 

The  primary  in  t  iimiiI   necessary  to  ensure  Uiat  ttia 
exchanges  fUUiU  tlKir  aelf-zsgulatcxy  cbliqatlons  is  a  stzcn) 
and  c^aUe  goKxraent  regulator,     m  additicn,  tte  inaneasing 
varleCy  of  futuras  omtracts  traded,  tlie  intematiflnalization 
of  our  mrkets,  and  tlM  greatly-eagandeJ  use  of  technology 
dictate  tte  need  fior  an  ea^ezt  regulatory  agax^  that  can 
effectively  address  tiw  difficult  issues  faciiq  the  inbstry. 
Ihis  bill  goes  a  latj  n^  touard  oEuring  ofiertise  at  the 
senior  levels  of  the  agaK:y  and  the  ptxuatx  of  hic^y 
ijmi  i  fiirt  staff.    Throi^  its  prcposals  fOr  incxeased  finding, 
pari^  pay  with  otter  federal  financial  regulators,  and  ite 
cciaaitiKnt  ta  preserve  the  O^sisBicn's  juriadicticxi  tMvx  tha 
industry — tbe  bill  gives  tte  agency  tte  strength  and  djrability 
that  xt  both  desezves  and  needs*     nmuie  sLiuijly  ^^T*^***^  these 
[xnvislons  of  tte  bill  that  are  desi^ied  to  add  mscle  to  tte 

Hitiiin  Mm  self-regulatcry  tOBBmxX.  thouc^,  tte  front 
line  in  the  defense  of  piiilic  trust  uist  be  the  eaechaixfes 
tteHselvcs.     Every  axiua^e  dxxild  be  able  to  deacnstrate  its 
ability  to  live  i|p  to  standards  that  are  clearly  defined  and 
unifCKBly  enEcrced  by  tte  CTIC— cr  faoe  tte  cunaegaenoes.     Bi 
this  regard,  tte  bill  aSopta  an  anHxcariately  stosi,  yet 
fleadble  a^froach.     It  requires  exchmges  to  SLi»it  to  periodic 
perforaanoe  revioe  ty  tte  cnc  and  eotpoees  th^  to  pcA^aitially 
crirslixn  parities  fjfi^  thBix  foilure  to  conly  wth  ""^'^**  for 
1 1 M  il  i  I  n  acticn. 

He  are  also  pLaBsed  to  si^pirt  Section  610  of  the  bill, 
titiich  will  require  tte  co^iissian  to  ocncbct  a  penalties  study 
and  prtfioee  inkvtry-wide  guidflinps  cr  rules  to  ashB  penalty 
le^ils  ^Krg  eoshanges  ocnsistent  (Including,   if  ^prcpriate, 
i»ln<M»  penalties  cr  penalQ  ranges  for  various  offenses} . 
Such  petalty  guidelines  dnuld  help  to  oisure  tteft  offenders 
will  faoe  tte  saoie  sanctions  regardless  of  tte  dcsestic 
eiKteoige  on  tdiidi  tte  offense  is  ocnaitted.    Ihls  sane  type  of 
standardization  nay  be  qprcprdate  in  other  aspects  of  tte 
cciyliance  ami  surveillanoe  efforts  of  Uie  various  eaa:haiqes. 
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As  the  GAO  repotted  to  this  Ocnmittee  on  E 
1989,  "[tlhe  runber  and  the  -ssmrity  of  diacipllnaiy  acticns 
that  the  eoctunges  have  takai  varies  corsidaiably."     fPuMirgw 
Mttteetsi  strenothmlii?  Trade  Praetloe  Oversicftt. 
(GlAO/QS>-89-120)  at  p.  29) .     This  diG^arate  record  of  easliangEs 
to  porosecute  and  Bsnctlon  wrcngdoers  has  ill-served  tin 
industry.     As  the  tabulaticns  ccntained  in  ^{lendioea  II  and 
III  of  the  GK)  stiKly  atuw,  in  terns  of  its  tiadii^  voluae  ever 
the  past  five  years,  COnex  has  ^seesed  the  hi^iest  dollar 
amounts  of  fines  against  its  iiiailKrs  (fine  $/tiadii^  volume) 
and  has  penalized  the  greatest  runtiers  of  its  menisets 
(maifcers/trcvlmg  volume)    (Table  II. 1) .     At  the  sane  tisie,  our 
staff  has  had  the  nost  imestlgators  relative  to  ccntiact 
volune,  and  alcng  with  that  of  the  CME,  has  had  the  niost 
EKperienoed  investlgatocs  (at  p.  36) .     ttiile  these  statistics 
reflect  our  Icng-standing  caaaitment  to  the  develcfsiKit  of  a 
straig  enforoanent  program,  we  believe  that  sane 
standardizatlcn  of  penalties  and  practioes  could  prcwe  useful 
to  all  of  the  eafldMngnp. 

g.1729  -  A  Paipi::a»aigive..flEETOadi 

In  additicn,  the  bill  wisely  recognizes  that  raeaningful 
reform  cannot  have  as  Its  primary  means  of  deterrence  the 
restriction  of  a  particular  trade  practice — such  as  dual 
trading — and  cannot  rely  upon  a  single  instrument — sudi  as 
auUt  trail — to  detect  violations,     that  purpose  can  be  served 
ty  the  statutory  restriction  of  dual  trading  vtien  the  praetloe 
has  proven  assets  and  unclear  liabilities?    And  ^ihat  aim  will 
be  served  by  tightening  audit  trail  requlrenents  if  an  exEhanga 
lacks  the  ability  or  the  will  to  neOce  use  of  sudi  Infonnaticn 
in  the  detection  mi  sancticning  of  mlsccnduct?     By  recognizing 
the  lnpartanoe  of  coordinated  amveillance,  effective 
prosecution  and  the  assesanent  of  meaningftil  poBlties,  t 
believe  the  bill  dencnstrates  an  unierstaniing  of  a    ' 
fCr  the  ocnpTEhensive  nature  of  the  issues. 

He  have  previously  stated  that  wa  believe  that  tlM  cnly 
effective  means  of  ccx±iattii^  diuse  of  custcoer  cott^is  Is  to 
liplenEnt: 

1.  wm'^w¥>j<aH«  ^D  cMjturs  ^fat-j*  that  Gnabls  txackiixf  of 
the  flow  aC  all  orders  fran  the  time  of  placonent, 
throL^  escecuticti; 

2.  loeans  of  analyzing  tjrading  data  to  detect  patterns  of 
unlawful  activity; 

3.  use  of  the  data  to  prosecute  traders  involved  in 
mlawful  activity;  and 

4.  iii()oeitd:cn  of  sd»tantial  disciplinary  sanctlcns 
against  those  adjudged  to  be  rule  violators. 
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Jtaacnt  anf  one  of  Uiese  faar  a^iects  of  an  eSKtiange's 
ctilipticzG  to  the  invcBtHoit  ct^Hviity,  cuatawoLO  will  not  be 
{EDtacted  to  Um  extent  ttey  ^mild  be.     He  are  pleased  to  see 
tliat  tiiis  is  tbe  geoexal  itfyr^nrti  «^»T(<ier)  in  tlie  bill. 

■''Tfr'lT   fgKl  Effi""rHaB 

thile  ve  autytal.  tbe  cwearall  *ft»T«r*'  of  tba  bill,  ve 
wKld  Like  to  siiaie  wit±i  tbe  n^lllinn  soae  cC  our  ocnoezne. 
Wten  tatan  in  ccncxct,  a  n^mr  of  tbe  ixtwisions  haw  tte 
potoitial  effect  of  raising  the  ocsts  enil  decTeaslng  Ob  tyood 
of  trade  eMecuticnB  on  U.S.  fiituEas  aaiiaiKpa.     Same  of  these 
ODBts  ate  direct  and  ctadcus,  such  as  tlioee  anHoniatod  wit±i  Hie 
pgcposal  to  dnz^e  aervioe  Cees  to  cmer  the  oast  of  CFFC  floco: 
surveUIaKje.     Otbem  EBlate  to  tte  develc^aent  and 
i^ilenentaticn  of  tbe  technology  necessary  to  eeet  tbe 
nocc—cnded  audit  trail  standards  in  tbree  years.     Still 
ottexs — sucta  as  restrlcticnB  <xi  dual  trading— oould  aact  their 
toll  in  tbe  tfxm  aC  reAxxd  liquidity,  wider  biii/aak  cpreads 
and  delved  oBcutioB. 

Cnoe  these  ineffidcncdes  rise  abcwe  a  boiling  point, 
they  have  a  way  of  causing  business  en  the  floor  of  an  atcbange 
to  si^>ly  evaporate.     He  are  all  ft™<ii'"-  witb  Qm  artfunents 
regarding  ewerocac  (xmpe^tian.     Rar  Cenex,  those  are  nc^ 
acadaaic  issues.     O/er  tbe  years,  our  easitange  has  lest 
business  to  foreign  cc^ietitcffs  like  tbe  Icndcn  Heftal  BaAange 
Aie  to  differences  in  regulatca:y  ocnstralnts.     Of  equal  ccnoem 
is  tlie  ccntinuing  loss  of  bisiness  fran  alnoet  evexy  U.S. 
aaJiange  to  the  i^stairs  dealer  warfcets.     Hcas  and  acKe  of  the 
U.S.  fUtuECB  business  nrn  frcM  large  iiaai'r  inl  and 
instituticnal  traders  i4ioee  arders  are  extc^ely 
Frioo  pcnnitive  and  tise-sEnsitive.     ifaBfie  large  traders  place 
their  carters  in  those  ptuteCs  tliat  c^et  tbe  jcfa  dene  the  eost 
guicUy  and  tbe  least  eaqxnsively.    ihe  result  of  an 
aaoeleraticn  in  the  lEe  of  foreign  and  dealer  narkets  oould 
easily  be  tbat  business  is  driven  off  a  oentrally-located, 
well-regulatted  oocteaqe  floor  to  a  far^fluiq  and  lees  regulated 
trading  ccauxuty. 

Finally,  a  part  c€  euexy  osiiaiige's  business  eadsts  czily 
becaiBe  of  low  futures  transaction  costs  and  hlc^  eooecutini 
speed — factcas  that  allow  dealers  to  acA  as  interBBdiaricB 
betMeen  the  caA  and  ftitures  nartets.     If  the  oosts  and 
inef  f  icioxdjes  of  eacecuticns  czi  the  futures  nartets  rise  above 
scoe  tbre^idd,  this  business  will  vanish.     Ite  result  will  be 
a  draining  of  liquidity  fran  both  the  futures  and  ca^  sarkets. 

l^e  fragility  that  underlies  these  seeadngly  rdwst 
■axtets  argues  f  cr  restraint  in  ary  regulatooY  measures  that 
introduce  aiMnd  costs  and  inpff  irienfjlwr  into  the  trading 
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cne  of  our  epeclf  Ic  oonxxrs  In  this  regaud  is  the 
setvice  fee  prcpoeed  in  the  bill  to  cover  the  ccst  of  inci^ased 
CFTC  ncnitoring  of  cxdiarge  floor  practloes.     Ebst  delates  t^/er 
the  issue  of  user  fees  resulted  in  the  fonDEiticn  of  the 
NatidiEil  Ritures  Assoclaticn  CWA") ,  lAiicii  is  wholly  funded  ty 
the  industry.     Ilie  costs  associated  vlth  funding  the  VFk  anl 
ccnplyiTEi  with  cAher  pcurtiois  of  the  bill  are  ttus  factors  that 
dxxiLd  be  ccnsidered  before  acticn  is  talcen  with  reelect  to 
service  fees.     Still  ainther  key  ccnslderaticn  is  tlie 
increasing  glctellzaticn  of  the  financial  markets  ami  the 
intense  ccnpetiticn  U.S.  exchai^es  are  facing  fran  oonpeting 
naiicets.     Hhether  designated  as  a  user  fee,  a  service  fee,  or 
scne  other  letvy,  the  diarge  by  its  nature  Is  a  tax  en  business 
dene  en  a  regulated  U.S.  exchange.     No  sudi  fee  is  charged  for 
transactions  in  the  alternative,  less  regulated  envixtnnents, 
and  servioe  fees  oould  ocnsequently  place  U.S.  eaei:iiange  OBrkets 
at  a  disadvantage. 

For  all  of  these  reascns,  we  believe  the  advisability  and 
ramificaticns  of  service  fees  should  be  thoroughly  stu±Led 
before  Ocngress  moves  in  this  directicn.  Ksreover,  any  effort 
to  inclose  servioe  fees  should  take  into  conslderaticn  not  just 
their  direct  buc^etary  inpact  en  the  Kcchanges,  but  also  their 
indirect  effects  oi  volume  and  licjoidity. 
Audit  Trail 

In  a  related  vein,  we  endorse  ccngresslcnal  efforts  to 
assure  the  attainment  of  ccnplete,  concise  and  indepenlent 
auilit  trails.     He  are  ccncemed,  however,  about  the  injiasitiai 
of  hard  and  fast  deadlines  for  cmplianse  wiUi  tiiese  criteria. 

Ihe  develepnait  of  technological  means  by  which  the 
proposed  audit  trail  criteria  may  be  met  is  a  prooess  involving 
cngoing  and  rcpetitlvs  evaluaticn,  testltig  and  nodificatlen. 
Ihe  costs  and  mai^xMer  associated  with  this  process, 
particularly  vhen  the  feasibility  of  the  terminology  has  not 
be»i  determined,  are  incalculable  and  of  grave  ccncem  to 
eacciianges  with  limited  resources.    Hsreover,  the  afceence  of  any 
eperative  model  at  this  stage  and  the  evoluticnary  nature  of 
the  develcpnent  prooess  make  it  inpossible  to  ganxje,  with  ar^ 
degree  of  precislen,  the  deadlines  by  lAiidi  project  cccfiletien 
(or  any  stage  within  the  process)  can  reascnably  be  eiqiected. 
Althcu^  we  will  at±ea^  to  davelcp  and  ixplanait  a  systean  that 
%dll  aatis^  Uie  audit  trail  racyiirenients  of  the  bill,  we  urge 
Oongress  to  give  the  CFTC  substantial  flexibility  in  def inii^ 
performance  measures  to  be  met  by  eacii  exchange.     This  «reuld  ^ 
a  Icng  way  toward  achieving  the  audit  trail  cbjectives  in  a  way 
Uat  is  most  oost  effective  and  least  market  disnqjtive. 
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en  the  siliject  of  dual  trading,  Codgsc  has  cxnslstently 
taken  Uie  poelticn  that  Ui9  practice  nates  significant 
ocntributicns  to  our  oaitets.     Restricticns  en  dual  trading 
will  result  in  redosed  lit^iidity  aixi  less  efficient  floor 
baratecaga  servioes. 

In  any  trading  ring,  an  Ineufflcient  nntiei:  of 
well-capitalized  "local"  traders  (those  tA»  trade  solely  for 
their  own  aoccunts]  hindscB  a  floor  broker's  abili^  to  CKecute 
ocdeEB  received  fma  custcnexB.     IXial  traders  fill  this  g^  and 
sugaeat  locals'  n)Euiiet--naker  functicn  by  enlarging  Uia  pool  of 
traders  in  the  ring  available  to  take  Uie  oUier  side  of 
custcners'  bids  and  offers.     Ihus,  the  pcesenoe  of  dual  txaders 
enhances  llcyiidity  and  ccapetiticn  in  a  ring. 

Dual  traders  also  m^plaoait  the  brcterage  oi^jacity 
otherwise  available  cnly  throu^  ncf^^ftial  brokers,  Uier^v 
increasing  the  luitier  of  order-flllerB  available  fcr  use  1^ 
custcmers.     Ihis  measure  is  necessary  for  efficiart  mariost 
cperaticns. 

In  addition,  many  custoners  believe  that  tlie  atpesctise 
offered  by  dual  traders  as  a  result  of  their  own  market 
interests  eaioeeds  the  level  of  perfcmnanoe  of  ncn-dual  bndcers, 
\tio  are  merely  filling  orders  throuc^iout  the  day. 

He  believe  that  any  restriction  en  dual  trading  GHould 
result  oily  frcu  an  acticn  of  the  CFTC  based  en  the  ccnclusicn 
that  a  particular  ocntract  market  has  failed  to  dprnmstrate  its 
ability  to  detect  and  puni^  abusers  of  the  practice.     Given 
the  infjortance  of  dual  trading  in  our  markets  and  given  the 
liJcely  difficulties  an  esciiange  will  encounter  in  regaining 
dual  trading  privileges  cnce  suspended,  we  feel  that  the  burden 
of  proof  ^lould  be  en  the  CFIC  to  eliminate  the  practice  rather 
than  en  the  eoedtanjBB  to  retain  Uie  pr3:;tice.     He  do  not 
believe  that  a  statutory  ban  of  dual  trading  is  the  afyrcpriate 
cb:  nest  effective  vay  to  ensure  the  absence  of  abusive  trading 
practices.     He  agree  with  the  GAD,  lAich  stated  in  its  FUtages 
tfarkets!     Strengthening  Trade  PractiOB  Overslt^t  R^xirt  that 
"...restricting  dial  trading  is  not  a  substitute  for  liDprcved 
timing  infomaticn  in  reducing  c^portunities  to  cmait  trading 
violaticns."  (at  pp.  6  and  47) . 
Cfcnpositicn  of  Exchange  Goweming  Boards 

Regarding  the  secticn  of  the  biU  dealing  with  tte 
ocBCiosititn  of  esKiiange  governing  boards,  the  Conex  Board  of 
Govennrs  is  coiprised  of  seven  re^iresentatives  of  futures 
ocmiiisslcxi  nerctants  (Ommissicn  House  Gm^] ,  seven 
refiresentatives  of  the  metals  trade  (Trade  Gro^) ,  seven 
representatives  of  the  trading  floor  (Floor  Grcnf)) ,  three 
ncn-menfcers,  and  a  naitjer  Chairnan  elected  ty  the  ftHl 
mentership  of  the  Ibcchange.     The  Btcfaange's  intent  in 
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establidiing  this  fbnn  of  goveciEmoe  was  to  ensure  divacslty  of 
views  during  dellteraticrs  en  all  policy  issuas,  ponvlcle  for 
represEntaticn  of  all  sectors  of  oseis  of  our  aarkets,  and 
cbtain  guidance  fras  InUvlduals  unrelated  to  the  Hiciiarge  and 
its  BHifcerB  en  natters  affectiiq  the  public  interest.     AlthoiK^ 
we  believe  this  Irrtent  has  been  realized,  our  pEeeait  sttucture 
would  not  satisfy  the  bill's  negulraDents.     It  is  our  view  that 
the  decdsicn  of  board  ccopoeiticn  diould  ranain  in  the  hands  of 
the  exdian^es,  subject  to  CTTC  cwerslght. 

Ihe  bill  will  re^iire  disclosure  to  an  exdiai^e  and  to 
the  CFTC  of  all  trade,  business,  and  financial  affiliaticns  and 
other  joint  aiTaixfanents  ancng  and  betweai  floor  brokers  and 
trslers.     Osnex  requires  the  disclosure  to  the  Exchange  of  such 
associaticns  and,  therefore,  we  hove  no  ctojecticn  to  this 
provision . 

Beginning  270  days  after  enacbnent  of  the  bill,  tritding 
p^ntrrvj  brcker  associaticn  iDEniiers,  in^ixlin^  custctner  on^er 
executicns,  would  be  barred  unless  the  CTTC  adepts  rules 
governing  sadi  trading  that  it  certifies  to  Ccngress  will 
irtiibit  abuses.     He  ap^aac  the  outri^it  ban  en  these  practices 
as  pr^iiased  by  the  bill  because  it  sb^  iapaix  a  floor  broker's 
ability  to  cistain  the  best  available  prioe  for  his  customer. 
He  beliora  that  no  statutory  restricticn  should  be  placed  en 
trades  betwe^  custcmers  whose  orders  are  executed  by  brokers 
within  an  associaticn.     Similarly,  we  see  no  need  to  restrict 
trades  betueeai  brcters  within  an  associaticn  bitten  each  is 
trading  for  his  own  account.     We  do  take  sane  confort  fren  the 
fact  that  the  CFTC  can  tcsnove  the  statutory  bar  through  the 
issuance  and  certificatlczi  of  rules  that  inhibit  abuses  arlsiiq 
ftera  brcter  associaticns.    Ihe  CFTC  has  Indicated  that  it  will 
undertake  rulanaking  in  this  area.     He  urge  the  Ozinittee  to 
encourage  the  Comissian  to  begin  this  process  as  socn  as 
possible  in  order  to  ensure  that  there  is  a  real  possibility 
that  the  rulonaking  can  be  ccnpleted  before  the  statutory  ban 
would  be  triggered. 
Oanex's  OawnitmentB 

Hr.  Chairman,  I  want  to  stress  that  our  ocncems  and 
cbjecticns  to  scrae  porticrts  of  the  bill  ^nuld  not  detract  fron 
our  basic  stance  that  the  bill  provides  a  sound  and  meaningful 
attack  czi  the  issues  at  hand.     Oemex  ranains  ccnmittsd  to  the 
task  of  eidiancing  and  malntainii^  public  cenfidence  in  our 
market.     As  dancnstrated  in  the  Cto  report,  our  exchange  has  an 
exEsplary  record  in  detecting,  prosecuting  and  sancticning 
violators.     Of  the  four  escchanges  reoently  stulied  by  the  GAO, 
in  terms  of  trading  volume,  Oeraeac  placed  first  in  the  nunfaer  of 
sanctlcns  inpoeed  and  the  total  dollar  aimunts  of  fines.    Ihe 
report  also  flowed  that  for  its  level  of  trading  volume,  Ccniex 
had  a  large  and  ei^ierlenced  ccnpl lance  staff.     He  intaid  to 
maintain  and  build  i^m  that  record. 
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Our  advanced  txacle  sutmlsslczi  system  2Uid  pi«linli»ry  vack 
in  Uia  dsvelcpKnt  of  a  hand-taeld  devlos  dwuiJuLratas  our 
ocBmltiaent  to  the  use  of  the  best  available  technology  and 


In  Uiis  ccnnectlcvi,  CCmeac,  en  behalf  o£  the  other 
Comcdities  Exciiange  Csiter  eocchan^es  in  Hew  Yotk  (the  Coffee, 
St^ar  and  CQcoa  ExEiiange,  the  Hew  York  Gotten  SXttarge,  the  Hew 
Ytsik  Ritures  Deciiange,  and  tiie  Hew  Yotk  Mercantile  Dectiange) , 
Intends  to  perfom  in  the  first  quarter  of  1990  llmtal 
feasibility  tests  of  a  hand-held  transactlcn  entry  systen  that 
1b  now  in  the  very  early  stages  of  develcpoent.     Itiis  ^stai 
hcpes  to  use  lightMel^  hand-4ield  oan^uters  designed  to 
pitivide  reliable  and  independent  tine  raoonbticn  of  at  least 
sane  transactlcns  i4ille  maintaining  the  curriait  method  of 
futures  txadii^.     With  tlie  ccntenplated  system,   inllvidual 
floor  traders  may  be  able  to  record  their  transactlcns  en  the 
portable  terminals,  lAildi  would  store  the  Infomaticn  en  a 
removable  diskette.     If  feasibility  testing  proves  sucoessfiH, 
the  disks  would  be  collected  &egucntly,  every  15  or  30 
mirutes,  for  entry  into  the  Exchange's  ccn^uterized  trade 
matching  and  processing  cperaticn.     Ihe  ultimate  goal  is  the 
integraticn  of  this  transacticn  recordaticn  technology  with  our 
clearing  syst^. 

CCmex  has  be^i  researciilng  hand-^ield  tecimology  for 
several  years  now.    Wille  we  are  hcf)eful  about  the  system's 
potential,  we  nuat  temper  that  hcpe  with  the  possibility  that 
the  Eastern  will  not  cperate  as  envisicned  iitms\  tested  in  a 
"live"  trading  envircrmait.     It  is  also  possible  that 
unforeseen  tedmologies  will  pctr/e  si^ierior  to  tiusse  tliat  we 
envisicn.     If  our  method  does  not  work,  we  believe  the 
knowledge  gained  fmn  this  ej^ieriment  and  parallel  develcfinent 
efforts  ty  the  Chicago  exdianges — with  lAich  we  are 
cooperating — will  iKTve  the  Industry  closer  to  the  ^aal  of 
ccnfcining  new  technology  witli  proven  and  establi^ied  methods  of 
ccnpetitive  trading. 

nie  cf^oing  work  of  our  independent  £%)ecial  Mvlsory 
I^oiel  repiresents  our  intoit  to  vigorously  explore  every  avenue 
of  reform.     The  I^oiel,  ccnprised  of  representatives  of  our 
floor  trading  oontiunity,  an  Exctiange  public  governor, 
representatives  of  the  FX34  and  trade  house  ccntunities,  and  a 
representative  of  the  acadanic  ocnminitY  with  es^iertise  in 
futures  issues,  has  been  Marking  dillgmtly  to  evaluate  various 
^proadKS  to  regulatory  and  qperaticfal  issues  toward  ensuring 
the  ocntinuaticn  of  efficient,  hcnest,  and  credible  naiterts  at 
Ccmex.     Tiie  panel's  efforts  have  been  very  ccnstxuctive.     Ihe 
E^jecial  Advisory  T^nel  has  assisted  us  in  ixfipcnMrq  to  the 
prcpoeals  aired  by  Chairman  Leahy  and  various  issues  presented 
for  our  evaluaticn  by  the  Ccmnissicn.     It  is  ^igaged  in 
evaluating  various  e^fit^oactes  presented  by  other  eacchanges  and 
the  CFTC  to  assess  riiiicti  best  meet  our  specific  needs,    we 
intend  to  retain  this  groi^  until  it  has,  to  its  satisfacticn, 
dealt  with  the  issues  that  it  deems  necessary  and  has  made  its 
reconnendaticns . 
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Hr.  aialrman,  neniiers  of  the  Oamilttee,  this  legislative 
process  will  socn  be  reiKMng  a  ocnclusicn.     As  Ctngress 
corpletes  Its  dellberatlcns  en  these  natters,  we  bape  that  it 
will  recognize  the  efforts  of  Cctnex  ani  those  of  every  e»iiange 
in  the  country  to  naintain  and  Improve  the  safety  of  their 
maiisetplaoe.     He  are  ocncemed  that  the  prooess  of  nefonn  will 
be  guided  by  the  assun^itlcn  that  the  industry  lacks  the  ability 
or  determirBticn  to  provide  sudi  safety,     mis  Industry  has  a 
reneued  sensitivity  to  its  mandates.     H3re  than  ever.  It  is 
EMaxe  of  the  re^xnsibilities  it  has  to  custoners,  to 
dstermined  regulators  ami  to  a  dissatisfied  Congress.     Ihe 
Industry  is  rsady  to  danonstrate  that  it  can  fulfill  its  vital 
ecananic  purpose  while  oisurirg  the  hi^iest  steindards  of 
Integrity.     We  hcpe  that  the  lows  that  esierge  fran  this  process 
wUl  allow  it  to  do  both. 
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SUPnfMENTAL  COMMENTS 

DTIbe 

NEW  YORK  COMMODmES  EXCHANGE  CENTER  EXCHANGES 

on  the 

FUTURES  TRADING  PRACTICES  ACT  OF  1989 


This  document  sclx  forth.  In  a  consolidated  fashion,  certain  additioaal  com- 
meiils  irf  the  Cmnmodities  Exchange  Center  exchaoges  ('CEC  Exchanges')  regarding  S.  1729, 
Ibc  Futures  Trading  Practices  Act  of  1989  (the  'Senate  Bill').^  These  comments  attempt  lo 
identic  portions  of  the  Senate  Bill  that  may  be  ambiguous  or  unclear,  portions  that  may  merit 
a  somewhat  different  approach  and  portions  where  modifications  seem  to  be  particularly  cru- 
cial. These  comments  are  intended  to  supplement  those  contained  in  the  oral  and  written  pre- 
sentations of  each  CEC  Exchange  and  have  been  presented  in  a  consoUdated  fashion,  rather 
than  in  four  separate  submissions,  to  streamline  the  Senate  Committee's  review  process.  For 
ease  of  reference,  the  order  of  these  comments  tracks  the  order  of  the  relevant  provisions  of 
the  Senate  Bill. 

In  virtually  all  instances,  our  goal  was  to  preserve  the  basic  intent  of  the  Bill, 
but  to  make  that  intent  operative  in  a  manner  that  will  provide  dearer  guidance  lo  aRectcd 
parties  and  be  more  eflkient  for  the  markets. 


A.  Violations  'Related  to'  the  Making  of  Trades 

Various  sections  of  (he  Bill  make  clear  that  the  sponsors'  focus  was  violations 
'in  the  making  of  trades  and  the  execution  of  orders  on  the  floors  of  commodities  exchanges. 
fSce,  e.g..  page  28.  line  4;  page  30,  line  11.)  However,  proposed  subsedioD  Sa(13)(A)  provides 
that  each  contract  market  must  'maintain  and  utilize  a  system  to  monitor  trading  to  delect  and 
deter  violations  of  Ibis  Ad  related  ig  the  making  of  trades  and  the  execution  of  customer 
orders  on  the  floor  or  subject  to  the  rules  of  such  contract  market,'   (Page  4.  line  5',  emphasis 


The  CEC  Exchanges  include  the  Coffee,  Sugar  &  Cocoa  Exchange.  Commodity 
Exchange  Inc.  ('Comex"),  the  New  York  Cotton  Exchange  and  the  New  York  Mercantile 
Exchange  CWYMEX"). 

In  view  of  the  relatively  brief  period  of  time  the  exchanges  have  bad  to  review  and 
digest  this  le^slalion.  the  exchanges  may  subsequently  wish  to  bring  fiirther  comments  or  sug- 
gestions to  the  Committee's  atteDiion. 
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exdumgc  officer,  director,  employee  or  commillee  member.  In  all  other  instances,  the  provi- 
uon  merely  calk  for  ■  'hearing,'  even  [hou^  this  section  empowers  the  Commission  to  man- 
date a  wide  range  of  actions,  indudiag  instituting  appiopriatc  improvements  in  its  trade  moa- 
iloring  compliance  or  disciplinary  systems,  employing  additional  slafF,  upgrading  or  reconRg- 
ujing  existing  systems,  deplo^ng  new  systems  or  suspending  dual  trading.  The  actions 
mandated  under  this  section  could  thus  entail  enormous  costs,  require  significant  alterations  in 
in  which  an  exchange  conducts  its  business  and  dictate  dramatic  redirections  of  an 


Because  the  Commission  has  typically  conducted  its  'hearings'  on  an  infor- 
mal bash,  often  vrith  only  written  submissions  and  no  opportunity  for  oral  testimony  or  argu- 
mentation, we  are  deeply  concerned  that  the  Commissioo's  ability  to  dictate  sweeping  changes 
in  an  exchange's  operations  would  be  subject  to  only  minimal  procedural  checks.  Although  we 
can  understand  the  sponsors'  desire  to  swiftly  remedy  perceived  market  detidendes,  we 
believe  it  is  extremely  dangerous  to  give  any  agency  —  no  matter  how  well-intentioned  or  how 
expert  ~  virtually  unbridled  discretion  to  mandate  costly  and  far-reaching  changes  in  an 
industry.  Rather,  we  believe  that  appropriate  procedural  safeguards  arc  essential  to  ensure 
that  this  discretion  is  not  abused. 

We  therefore  believe  that,  if  an  interim  order  that  could  entail  substantial 
costs  or  have  a  significant  effect  upon  an  exchange's  operations  is  issued,  the  affected  exchange 
should  be  accorded  the  full  due  process  rights  of  a  hearing  'on  the  record.'  Such  a  hearing 
would  help  to  ensure  that  the  Commission's  actions  are  fair  and  reasonable  and  would  also 
help  to  assure  the  right  of  the  contract  market  to  a  fair  and  adequate  hearing  in  the  event  an 
appeal  is  taken  to  a  Court  of  Appeals. 

However,  to  allow  the. Commission  to  focus  its  resources  on  situations  where 
they  Are  truly  needed.  de6dency  orders  that  entailed  insubstantial  costs  or  had  a  minimal 
effect  on  an  exchange's  operations  could  be  issued  in  a  more  summary  fashion.  In  that  way, 
orders  that  did  not  have  major  consequences  for  an  exchange's  operations  could  be  imple- 
mented very  quickly,  while  orders  with  fa-teaching  repercussions  could  be  ^vcn  the  careful 
attention  they  require. 


Under  proposed  subsection  8e(b).  the  Commission  may  issue  an  'interim 
order*  if  it  finds,  at  any  time,  that  a  contract  market  'has  failed  to  demonstrate'  that  tntain 
statutory  standards  are  bebg  met.  (Page  7,  line  17.)  This  implies  that  the  exchanges  have  a 
burden  of  proof  before  an  interim  order  issues,  even  though  no  procedure  has  been  provided 
to  make  any  type  of  showing  on  this  subject.  We  believe  that  the  words 'has  failed  todemon- 


Whcn  a  hearing  on  the  record  is  afforded,  an  affected  party  is  entitled  to:  (i)  notice  of 
the  hearing  (ii)  an  opportunity  to  participate  in  the  hearing  (iii)  an  impartial  decision-maker 
f  1 .  e .  -  one  who  has  not  taken  part  in  the  investigative  phase);  (iv)  the  ri^t  to  appear  with 
coimsel;  (v)  the  right  to  present  oral  and  written  evidence  and  to  conduct  ci 
and  (n)  the  compiling  of  an  exclusive  record  on  which  the  decision  shall  be  based. 
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strate'  should  be  deleted.  PUrthermore,  we  believe  fairness  diciates  that  the  CommbdoD  bear 
the  burdca  of  proof  in  any  hearing  preceding  (he  imposition  of  a  final  order.  Hiis  appears  to 
be  the  approach  the  Committee  has  taken  with  respect  !□  the  removal  of  exchange  personnel, 
and  we  believe  it  is  c<]Ually  essential  when  a  substantial  amount  of  money  or  a  significant 
degree  of  market  disruption  are  at  stake.  We  see  no  reason  why  the  Commission  should  bear 
the  ultimate  burden  in  one  case  but  not  in  the  others.  (At  a  minimum,  the  Commis^on  should 
be  teqmted  to  make  a  prima  fade  case  for  its  proposed  order  at  this  stage,  even  if  the  burden 
then  shifts  to  the  affected  exchange.) 

To  provide  added  safeguards  in  this  context,  we  also  would  recommend  that 
the  ability  to  issue  a  final  order  in  connection  with  such  a  proceeding  should  not  be  delegated 
to  the  Commission's  staff.  Although  authority  (o  issue  interim  orders  could  be  delegable,  wc 
believe  the  'double  check'  of  Commission  review  is  essential  before  such  an  order  becomes 


E.  Standard  of  Proof 

To  ensure  that  the  procedural  protections  available  to  the  exchanges  have 
genuine  meaning,  we  believe  it  also  is  essential  to  modify,  to  some  extent,  the  standards 
against  vrtiich  the  appropriateness  of  an  interim  order  is  measured.  In  particular,  we  believe 
the  hands  of  the  exdianges  will  be  cffectiVEly  tied  if  they  must  use  an  "arlitrary  and  capricious' 
standard  to  challenge  the  methods  used  by  the  Commission  to  assess  the  effectiveness  or  accu- 
racy of  exchange  audit  trail  systems.  {Page  13,  line  9.)  Their  hands  would  be  tied,  too,  if  par- 
ticular proposed  corrective  actions  or  the  timetables  proposed  by  tlie  Commission  in  its 
interim  orders  could  be  challenged  only  on  the  ground  that  they  arc  'arbitrary,  capricious,  or 
an  abuse  of  discretion.'  (Page  13,  line  14.) 

These  terms  impose  a  very  high  standard  that  is  extremely  difficult  to  over- 
come; and  virtually  any  proposed  action,  timetable  or  method  would  conseijuenily  pass  muster 
on  this  basis,  no  matter  how  unreasonable  or  unreahstic.  This  standard  is  normally  applied 
only  in  an  appellate  context,  after  the  parties  have  had  a  full  opportunity  for  a  hearing  ^219  the 
merits,  and  it  is  conscijuently  completely  inappropriate  for  the  initial  phase  of  a  proceeding. 
Indeed,  in  light  of  its  stringency,  this  standard  would  permit  the  Commisuon  to  mandate,  with 
impunity,  all  but  the  most  far-fetched  'corrective  actions,'  and  the  exchanges  would  have  virtu- 
ally DO  ability  to  question  the  wisdom  of  those  "marching  orders.' 

We  accorduigly  believe  it  would  be  more  appropriate  to  judge  these  matters 
on  the  basis  of  their  reasonableness  and  cost/benelils.  Indeed,  we  find  it  difficult  to  believe 
that  the  Congress  would  want  ttic  Commission  to  mandate  corrective  actions  under  its  section 
8e  authority  tliat  would  entail  greater  costs  than  they  would  accrue  market  beneRts. 

F.  Judicial  Rgviey 

Proposed  subsection  Se(f)  (page  14,  line  3)  provides  that  a  final  deficieitcy 
order  issued  by  the  Commission  may  be  reviewed  by  a  United  States  Court  of  Appeals  'in  the 
same  manner  and  under  the  same  terms  and  conditions  as  are  provided  in  Section  8a(9).'  Sec- 
tion 8a(9)  of  the  Act  was  crafted  for  appeals  with  respect  to  emergency  actions  ordereJ  l^  the 
Commission  and  accordingly  affords  a  very  narrow  avenue  of  appeal.   In  particular,  that  sec- 
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tion  precludes  a  coim  from  issuing  a  stay  of  Ihe  Commission's  oider  unless  Ihc  court  deter- 
mines, after  a  hearing,  thai  the  agency's  action  was  'attntraiy,  capricious,  an  abuse  of  ^scre- 
tioD  or  otherwise  not  in  accordance  with  Uw.'  This  proton  is  inappropriate  for  the  cev\ev/  of 
Commission  actions  that  have  no  relationship  to  market  emergencies.  Although  we  can 
understand  the  sponsors'  eagerness  to  remedy  certain  commodities  trading  abuses,  those 
abuses  do  not  constitute  the  sort  of  market  'emergency'  that  justices  dramatically  [ruacated 
procediual  protections  for  the  contract  markets. 

G.  Dual  Tradin; 

Proposed  subsection  Se(c)  (page  11.  line  5)  provides  that  'within  1  year  after 
the  date  of  enactment ...  the  Commisdon  shall  suspend  the  privilege  of  dual  trading  on  each 
contract  market,  pursuant  to  an  order  issued  under  subsection  |Se](b),  unless  the  Commission 
finds,  as  part  of  the  Rjst  assessment  made  of  such  contract  market,  thai  the  contract  market 
has  failed  to  demonstrate  that'  its  trade  monitoring  system  'full/  satisties  the  statutory  stan- 
dards or  that  there  is  a  substantial  likelihood  that  a  dual  trading  suspen^oo  would  harm  the 
public  inlcrcsl.  As  this  provision  contains  one  loo  many  negatives,  it  was  presumably  intended 
to  read  "if  the  Commission  finds,"  rather  than  "imless  the  Commission  finds.' 

Additionally,  to  clarify  that  a  suspension  would  not  become  ^ective  prior  lo 
'  the  point  at  which  the  Commission's  order  becomes  final,  we  believe  this  provision  should  be 
amended  lo  read:  'pursuant  to  a  final  order  issued  under  subsection  fdl.' 

To  assure  that  any  such  suspension  is  not  unduly  harsh,  we  would  also 
recommend  that  the  Commission  be  spedHcally  directed  to  create  limited  exceptions  for  dual 
trading  designed  to  elTecI  spread  trades  or  to  correct  errors  and  for  dual  trading  that  is  specifi- 
cally authorized  by  a  customer.  In  addition,  a  reasonable  phase-in  period  should  be 
mandatory. 

Finally,  lo  assure  thai  a  suspension  does  not  remain  in  effect  for  an  inderinile 
period  of  time,  the  legislation  should  contain  procedures  pursuant  lo  n4iich  an  exchange  can 
demonstrate  to  the  Commission  that  its  audit  trail  systems  have  been  modified  to  meet  the 
requisite  standards  or  can  otherwise  demonstrate  that  the  suspension  is  no  longer  appropriate. 


Proposed  subsection  8e(b)  q)cciries  that  an  interim  order  may  be  issued  if  a 
contract  market  has  failed  to  demonstrate  that  its  audit  trail  system  is  capable  of  detecting  'j|| 
types  of  violations  attributable  to  dual  trading*  and  *to  the  full  extent  feasible  as  determined  by 
the  Commis^oo,  all  other  types  of  violatbns  ...."  (Page  7,  line  24;  emphasis  added.)  It  is 
unclear  why  the  feasilnlity  of  monitoring  for  violations  is  not  an  overriding  consideration  in  the 
case  of  .^  types  of  violations,  including  those  attributable  lo  dual  trading.  We  would  therefore 
suggest  that  this  pcovidon  be  modified  to  provide  that: 

...  (B)  such  system  is  capable  of  and  is  being  used  to  review 
a  regular  basis  to  delect  violations 
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related  to  makiog  trades  and  executing  cmtomer  orden  on 
the  floor  or  subject  to  the  rules  of  such  contract  market, 
induding,  to  the  full  extent  feasible  as  dciennined  by  the 
Cominissioa  by  rule,  d  types  of  violalions  attributable  to 
dual  trading  and  all  types  of  vi<dation$  involving  the  making 
of  trades  and  the  execution  of  customer  orders. 

III.  Sccfioa  203 

A.  Oral  Orders 

Proposed  subsection  4c(g)  (page  16,  line  22)  would  ban  the  placing  of  oral 
orders  on  conlmct  market  floors  for  'member-for-mcmber  trades'  unless  the  orders  arc  made 
'pursoant  to  mles  thai  (he  Commission  adopts  and  ccrlilics  to  Congress  will  require  standards 
and  procedures  designed  to  ensure  that  such  orders  ate  not  used  to  facilitate  violations  of  this 
Act.'  To  ^ve  the  Ccnnmisuon  the  opportunity  to  promulgate  such  rules,  the  effective  date  of 
tlus  ban  would  be  deferred  until  270  days  after  enactment. 

Although  the  sponsors  presumably  intended  lo  limit  this  ban  to  trades  done 
by  one  floor  broker  for  another  exchange  member  on  the  floor  fi.e_  to  so-called  Type  3' 
trades),  the  term  'member-for-m ember  trades'  is  not  a  recognized  term  for  sudi  trades  and 
the  scope  of  this  provision  is  accordingly  unclear.  (As  currently  written,  for  example,  it  could 
be  read  to  encompass  instances  in  which  a  member  who  is  off  the  floor  calls  down  to  the  Qoor 
to  place  an  order.)  We  therefore  believe  the  Bill  should  be  amended  lo  clari^  the  sweep  of 
this  provision. 

We  arc  also  concerned  about  the  fact  that  this  provision  would  direct  the 
Commission  M  'certi^  to  Congress  that  any  rules  it  adopts  in  this  area  "will  require  standards 
and  procedures  designed  to  ensure  that  such  orders  arc  not  used  to  fadlilate  illations  of  the 
Act.'  We  believe  this  certificalion  requirement  is  unduly  stringent  and  will  have  a  chilling 
effea  on  the  Commission's  ability  to  adopt  rules  in  this  area,  even  in  instances  in  v^iich  the 
Commission  would  concede  that  permitting  certain  transactions  (c^..  inler-maikel  spreads 
and  options  offsets)  would  have  substantial  bene^ts  for  the  marketplace.  We  believe  the  Bill 
should  require  only  that  the  Commission  adopt  rules  that  it  "reasonably  believes'  udll  deter 
abuses  in  this  area  and  report  this  fad  lo  Congress. 

As  an  alternative  lo  impodng  a  statutory  ban  on  'member-f or- member 
trades'  unless  the  Commission  completes  a  rulemaking  in  this  area  within  270  days,  the  Bill 
could  merely  direct  the  Commission  to  promulgate,  within  a  specified  period  of  time,  nUes 
governing  this  area.  This  approach  would  have  the  advantage  of  ensuring  thai  vital  hedging 
and  intet-conunoiUy  spread  transactions  will  not  be  automatically  banned  if  the  Commission 
fails  to  meet  the  270-day  deadline.  This  approach  also  would  have  the  advantage  of  preventing 
any  confiision  from  arising  with  respect  to  the  types  of  transactions  that  arc  subject  to  such  a 
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Proposed  subscOnn  4j(3)(A)  (page  17.  line  14)  would  prohibil  a  floor  trader 
or  a  Door  broker  from  making  a  trade  or  executing  an  order  for  a  customer  if  be  knows  thai 
the  opposite  party  has  a  relationship  with  him  as  t  partner,  employer,  employee  or  co-worker, 
unless  the  Commission  has  adopted  rules  that  it  'certifies  to  the  Congress  require  procedures 
and  standards  designed  to  prevent  violations  of  the  Act'  attributable  to  [his  type  of  trading. 

We  believe  there  is  no  justiHcalion  for  imposing  an  across-tbe'board  ban  on 
executing  a  customer  order  against  orders  held  by  aflihaled  persons.  In  particular,  the  provi- 
sion, as  drafted,  would  prohibit  customer  orders  bom  being  executed  against  other  cuslomer 
orders  if  those  orders  are  held  by  affiliated  brokers.  In  view  of  the  fact  that  a  sin^e  broker  is 
currentty  permitted  by  Commission  reguUtions  and  the  rules  of  almost  every  exchange  to  cross 
an  order  between  two  customers  (provided  that  spcdfied  procedures  are  complied  mth),  there 
does  not  seem  to  be  any  reason  to  prevent  a  broker  from  executing  a  customer  order  against 
the  customer  order  of  an  afRliated  broker.  Moreover,  in  a  thinly  traded  market,  such  a  ban 
could  deprive  a  customer  of  the  best  execution  of  the  order. 

A  better  way  to  handle  any  perceived  problems  in  the  area  of  trading 
between  affiliated  brokers  would  be  to  require  the  Commission  to  adopt  regulations  defining 
'brtdxr  associations'  and  governing  this  practice,  Alihou^  il  is  true  that  the  Senate  Bill  cur- 
rently gives  the  Commission  the  authority  to  adopt  regulations  apprtmng  this  practice  and 
delays  the  effective  date  of  this  provision  for  270  days  to  pemil  tUs  to  occur,  the  fad  is  that 
this  practice  would  be  banned  on  an  across- Ihe-board  basis  unless  the  Commission  can  ad 
within  this  time  frame,  a  result  that  could  severely  and  unnecessarily  disrupt  the  markets.  (If 
the  Comutiltee  determines  not  to  follow  this  alternative  approach,  our  previous  comments 
with  respect  to  the  Commission's  need  to  'certify'  lo  Congress  (page  14,  supral  ire  also 
relevant  in  this  context.) 

V.  SectlMi  401 

A.  Alqlffplipn  from  Board  Participation 

Proposed  subsection  5a(17)(B)  (page  20,  line  24)  would  require  contrad 
markets  to  adopt  rules  requiring  Board  and  committee  members  to  abstain  From  participation 
in  voting  and  confidential  deliberations  on  an  issue  if  the  Board  or  committee  member  (or  an 
afliliated  person)  is,  to  the  knowiedge  of  such  Board  or  committee  member,  *a  speoGc  and 
actual  party  in  interest  to  the  issue  before  the  board.'  Althou^  this  provision  was  most  likely 
intended  to  apply  only  to  specific  disputes  or  business  dealings  directly  involving  the  Board  or 
committee  member  (or  an  affiliated  person),  it  is  not  expressly  conlined  to  situations  of  that 
type.  We  therefore  believe  it  is  de$iraUe  to  clarify  the  specific  focus  of  this  prowslon  in  the 
Bill's  legislative  histcny. 
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B.  Emluaion  from  Board  for  Appropriate  Period 

Pioposcd  subsection  Sa(18)  (page  22,  line  14)  would  require  contrad  mar- 
kets lo  ad(^  ndes  providing  thai  'no  memtwr  found  ...  to  have  violated  this  Ad  or  any  other 
provision  of  law  that  would  reflect  on  the  Gtness  of  the  member  lo  serve  in  a  fldnciary  position 
may  serve  on  any  contract  market  oversight  or  disdpUuaty  panel  for  an  appropriate  period  (as 
deWd  by  Commissioa  rule),'  Although  this  concept  is  laudable,  we  believe  the  language  of 
this  provision  is  overly  broad,  as  it  would  have  the  effect  of  excluding  members  from  exchange 
service  merely  because  they  had  committed  i  tcdmical  violation  of  the  Act,  and  is  unduly 
vague,  as  the  types  of  violations  that  'reflect  on  the  Rlness  of  the  member  to  serve  in  a  fidu- 
ciary capacity'  are  unclear.  In  addition,  the  lenn  'oversight  panel'  is  a  new  term,  and  it  is 
unclear  how  it  would  apply  in  the  context  of  exchange  governance. 

;  would  suggest  that  this  provision  be 


'..,  have  lommiiied  any  violation  of  this  Act,  or  any  other 
provision  of  taw,  that  would  reflect  on  the   fitness   of  the 

member  to  serve  . . . .' 

To  address  the  second,  we  vrauld  suggest  that  the  Commis^on's  rulemaking  authority  in  this 
area  be  expanded  to  encompass,  not  merely  the  'appropriate  period'  for  excluuon,  but  also  the 
meaning  of  the  phrase  'reflect  on  the  fitDess  of  the  member  to  serve  m  a  fldudaiy  capacity.* 
Additionally,  the  Bill  should  clarify  the  meaning  of  'oversight  panel' 

In  a  related  vein,  we  believe  the  Bill  should  give  the  Commission  the  author- 
ity to  promulgate  rules  with  respect  to  'meaningful  representation'  of  'a  diversity  of  interests' 
on  exciian^  boards  and  that  this  authority  should  include  the  ability  to  address  situations  m 
which  an  exchange  is  unable  to  fill  a  vacancy  in  a  particular  category. 


Proposed  subsection  5a{]7}(C)  would  require  contract  markets  to  "ensure," 
"when  adopting  any  contract  market  rale  or  order  that  is  likely  to  affea  prices  in  any  actively 
trading  contract  market,*  that  any  party  with  access  to  material  nonpublic  informaticm  about 
such  deliberations  is  prevented  from  trading  in  a  manner  that  takes  improper  advantage  of 
such  infiHmation  or  from  transmitting  such  informaticm  to  any  other  party  (except  as  neces- 
sary for  the  performance  of  official  duties).  Although  we  support  this  concept,  the  actual  lan- 
guage of  this  provi^on  is  too  categoric  Although  an  exchange  can  utilize  its  best  efforts  to 
prevent  inside  information  from  being  used  or  transmitted  and  can  take  action  against  any 
person  who  is  found  to  have  committed  an  abuse,  it  has  no  way  to  'ensure*  that  such  use  or 
transmission  will  not  occur. 
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Proposed  subsection  4j(3)(A)  (page  17,  line  14)  would  prohibit  a  floor  trader 
or  a  floor  broker  from  malung  a  Iradc  ih-  executing  an  order  (or  a  customer  if  he  knows  that 
the  opposite  party  has  ■  relaltonsbip  with  him  as  a  partner,  enipk>yer,  employee  or  co-workei, 
unless  the  Commiuion  has  adopted  rules  that  it  'certiries  to  the  Congress  require  procedures 
and  standards  designed  lo  prevent  violations  ol  the  Act'  attribulaMe  to  this  type  of  trading. 

We  believe  there  is  no  justification  for  Imposing  an  across-the-board  ban  on 
executing  a  customer  order  against  orders  held  by  affiliated  persons.  In  particular,  the  provi- 
sion, as  drafted,  would  prohibit  customer  orders  from  being  executed  against  other  custompi 
grjsrj  if  those  orders  arc  held  by  af&Iiated  brokers.  In  <^w  of  the  fact  that  a  single  broker  is 
currently  permitted  by  Commission  regulations  and  the  rules  of  ahnosl  every  exchange  to  cross 
an  Older  between  two  customers  (provided  that  spcdfied  procedures  are  complied  with),  there 
does  not  seem  to  be  any  reason  to  prevent  a  broker  From  executing  a  customer  order  against 
the  customer  order  of  an  affiliated  broker.  Moreover,  in  a  thinly  traded  market,  such  a  ban 
could  deprive  a  customer  of  the  best  ettcution  of  (he  order. 

A  better  way  to  handle  any  perceived  problems  in  the  area  of  trading 
between  affdialed  brokers  would  be  to  require  the  Commission  to  adopt  regulations  deiining 
"broker  assodations'  and  governing  this  practice.  Although  it  is  true  that  the  Senate  Bill  cur- 
rently gives  the  Comniission  the  authority  to  adopt  regulations  approving  this  practice  and 
delays  the  effective  date  of  this  (H'ovision  for  270  days  to  permit  this  to  occur,  the  tad  is  that 
this  [H'Bcticc  would  be  banned  on  an  across-the-board  basis  unless  the  Commis^n  can  act 
withut  this  time  frame,  a  result  that  could  severely  and  unnecessarily  disrupt  the  markets.  (If 
the  Committee  determines  not  to  fallow  this  alternative  approach,  our  previous  comments 
with  respect  to  the  Commission's  need  to  'cerii^  to  Congress  (page  14,  supra^  are  also 
relevant  in  this  context,) 

V.  S«ctioa40I 

A.  Abstention  from  Board  Parlidpation 

Proposed  subsection  Sa(l7)(B)  (page  20,  line  24)  would  require  contract 
markets  to  adopt  rules  requiring  Board  and  committee  members  to  abstain  from  partidpatioti 
in  voting  and  confidential  deliberations  on  an  issue  if  the  Board  or  committee  member  (or  an 
afCUialed  person)  is,  to  the  knowledge  of  such  Board  or  committee  member,  'a  specific  and 
actual  party  in  interest  to  the  issue  before  the  board.'  Although  this  provision  was  most  likely 
intended  to  apply  only  to  spedGc  disputes  or  business  dealings  dircdly  involving  the  Board  or 
committee  member  (or  an  afHlialed  person),  it  is  not  expressly  confined  to  situations  of  that 
type.  We  therefore  believe  it  is  de^able  to  clarify  the  specific  focus  of  this  proviuon  in  the 
Bill's  legislative  history. 
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B,  Exclusion  from  Bcjard  for  Apprnpriate  Period 

Proposed  subsection  5a(lS)  (page  22,  line  14)  would  require  contract  mar- 
keu  to  adopt  rules  providing  that  'no  member  found  ...  lo  have  violated  this  Act  or  soy  other 
provision  of  law  that  would  reflect  on  the  fitness  of  the  membei  to  serve  in  a  fiduciaTy  position 
may  serve  on  any  contract  mariut  oversight  or  disdplinaiy  panel  for  an  appropriate  period  (as 
defined  by  Commission  rule).'  Although  this  concept  is  laudable,  we  believe  the  language  of 
this  provision  is  overly  broad,  as  it  would  have  the  eSed  of  excluding  members  from  exchange 
service  merely  because  they  had  committed  a  technical  violation  of  the  Act,  and  is  unduly 
vague,  as  the  types  of  violations  that  'reQect  on  the  fitness  of  the  member  to  serve  in  a  ddu- 
dary  capadt/  are  unclear.  In  addition,  the  term  'oversight  panel'  is  a  new  term,  and  it  is 
unclear  how  it  would  apply  in  the  context  of  exchange  governance. 

To  address  the  frrst  problem,  we  would  suggest  that  this  pto^ioD  be 
amended  to  read  as  follows: 

*„.  have  committed  any  violatioa  of  this  Act,  or  any  other 
provision  of  law,  that  would  reflect  on  the  fitness  of  the 
member  to  serve . . . .' 

To  address  the  second,  we  would  suggest  that  the  Commission's  rulemaking  authority  in  this 
area  be  expanded  to  encompa&s,  not  merely  the  "appropriate  period*  for  exclusion,  but  also  the 
meaning  of  the  phrase  'reflect  on  the  fitness  of  the  member  to  serve  in  a  fiduciary  capacity,' 
Additionally,  the  Bill  should  clari^  the  meaning  of  'oveisi^t  panel.' 

In  a  related  vein,  we  believe  the  Bill  should  ^ve  the  Commisuon  the  author- 
ity to  promu^te  rules  with  respect  to  'meaningfiil  represent  alion"  of 'a  lUveruty  of  interests' 
on  exchange  boards  and  that  this  authority  should  include  the  ability  to  address  si 
which  an  exchange  is  unable  to  fill  a  vacancy  in  a  particular  category. 


Proposed  subsection  Sa(17)(C)  would  require  contract  markets  to  'ensure,' 
'when  adopting  any  contract  market  rule  or  order  that  is  likely  to  a^ect  prices  in  any  actively 
trading  contract  market,'  that  any  party  with  access  to  material  nonpublic  information  about 
such  deliberations  is  prevented  from  trading  m  a  manner  that  lakes  improper  advantage  of 
such  information  or  from  transmitting  such  information  to  any  other  party  (except  as  neces- 
sary for  the  performance  of  official  duties).  Althou^  we  suppoit  this  concept,  the  actual  lan- 
guage of  this  provision  is  too  categoric  Although  an  exchange  can  utilize  its  best  efforts  to 
prevent  inside  information  from  being  itsed  or  transmitted  and  can  take  action  against  any 
person  who  is  found  to  have  committed  an  abuse,  it  has  no  way  to  'ensure'  that  such  use  or 
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CCncluslcn 

Mr.  Qialxman,  raentnTB  of  the  Ccnndttee,  this  legislative 
process  will  aocn  be  readiing  a  ccnclusiczi.     As  Ccngriess 
ocncileteEi  its  deliJseEaticns  ai  these  satters,  we  hope  that  it 
will  reoognize  the  efforts  of  Cenex  and  these  of  every  exciian^e 
in  the  oountry  to  maintain  and  Inprove  the  safety  of  their 
maztetplace.     He  are  ccncemed  that  tlie  prcxsss  of  retana  will 
be  guided  by  the  assunpticn  that  the  injkistry  lacte  Uie  ability 
or  detexminatlon  to  provide  eadu  safety.    Ihis  industry  has  a 
reneued  sensitivity  to  its  mandates.     More  than  ever,   it  is 
awazB  of  the  re^xnsibilities  it  has  to  custoners,  to 
dertermined  xiegulators  and  to  a  dissatisfied  Ccngress.     The 
industry  is  ready  to  dEncnstrate  that  it  can  fulfill  its  vit2d 
eocncnic  purpose  ^itdle  eresurirg  the  highest  standards  of 
intagrity.     He  hope  tiiBt  the  laws  tiiBt  emerge  frcra  this  process 
will  allow  it  to  do  both. 
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SUPn^MENTAL  COMMENTS 

NEW  YORK  COMMODITIES  EXCHANGE  CENTER  EXCHANGES 
ODthe 

FUTURES  TRADING  PRACTICES  ACT  OF  1989 


Tbis  document  sets  fbrtti,  in  a  consolidated  ^hion,  certain  additional  com- 
ments of  the  Commodities  Exchange  Center  cxdiangea  ('CEC  Exchanges')  regarding  S.  1729, 
the  Folures  Trading  Practices  Act  of  1989  (the  "Senate  Bill').^  These  comments  attempt  to 
idenli^  portions  of  the  Senate  Bill  (hat  may  be  ambiguous  or  unclear,  portions  thai  may  merit 
a  somcwiiat  different  approach  and  portions  where  modifications  seem  to  be  particularly  cni- 
daL  These  commenls  are  intended  to  supplement  those  contained  in  the  oral  and  written  pre- 
sentations of  each  CEC  Exchange  and  have  been  presented  in  a  consolidated  fashion,  rather 
than  in  four  separate  submissions,  to  streamline  the  Senate  Committee's  review  process.  For 
case  of  reference,  the  order  of  these  comments  tracks  the  order  of  the  relevant  providons  of 
the  Senate  Bill. 

In  virtually  all  instances,  our  goal  was  to  preserve  the  basic  intent  of  the  Bill, 
II  operative  in  a  mannei  thai  will  provide  clearer  guidance  to  affeoed 


Various  sections  of  the  Bill  make  dear  that  the  sponsors'  focus  was  violations 
"in  tlie  making  of  trades  and  the  execution  of  twders  on  the  floors  of  commodities  exchanges. 
f See,  e.f..  page  28,  line  4;  page  30,  line  11.)  However,  proposed  subsection  Sa(13)(A}  provides 
that  each  contract  market  must  'maintain  and  utilise  a  system  to  monitor  trading  to  dciEd  and 
deter  violations  of  this  Act  related  is  '^^  making  of  trades  and  the  execution  of  customer 
orders  on  the  floor  or  subject  to  the  rules  of  such  contract  market.'  (Page  4,  tine  5;  emphasis 


The  CEC  Exchanges  indude  the  Coffee,  Sugar  &  Cocoa  Exchange,  Conunodily 
Exchange  Iitc.  (*Comex^,  the  New  York  Cotton  Exchange  and  the  New  York  Mercantile 
Exchange  ('NYMEX-^. 

In  view  of  the  relatively  brief  period  of  time  the  exchanges  have  had  to  review  and 
digest  this  legislation,  the  exchanges  may  si^Mcquently  vwh  to  bring  further  OMiuneoIs  ot  sug- 
gestions to  the  Committee's  i 
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added.)  Because  virtually  jmy  commodities  violation  could  be  deemed  to  be  'relatei]  to'  the 
making  o!  such  Irades  oi  the  execulion  of  sucb  orders,  [his  provision  sweeps  much  farther  than 
the  Bill's  sponsors  presumably  intended.  We  would  iherefore  [ecommeod  that  the  word  ^m" 
be  substituted  /or  the  words  'related  to,'  to  make  this  provisiiHi  ainsistenl  with  other  portions 
of  the  Bill. 

B.  'Independent  Source*  and  Tfrntiniialhr  Recorded- 

Proposed  subsection  5a(13)(C)  spedlies  that,  begjimiag  three  years  after  the 
date  of  enactment,  the  audit  trail  systems  of  the  exchanges  must  record  all  trades  accurately 
and  promptly  "by  a  source  independent  of  (he  person  malting  the  trade  and  continually 
recorded  in  the  record  of  the  contract  market  (including  throu^  a  mechanism  Ibat  records  the 
time  of  execution  of  each  trade  automatically  when  entered  by  such  person  and  records  essen- 
tial data  in  a  form  that  cannot  be  altered  except  in  a  manner  that  will  leave  a  complete  and 
independent  record  of  any  such  alteration) ...."  (Page  5,  line  10.) 

Although  this  provision  would  appear  to  permit  tbe  use  of  a  hand-held  device 
of  the  sort  Ihal  is  currently  beiiig  developed  l^  the  CEC  Exchanges,  il  contains  many  terms 
that  would  be  new  to  the  commodities  industry.  Il  would  therefore  be  dewable  to  relate  these 
lenns  to  hand-held  devices  and  any  other  technological  advancements  thai  are  currently  in  the 
'R&D'  stage. 

For  example,  the  Commiltee  should  clarify  thai  such  a  device  would  be  an 
'independent  source,'  Ihal  ihe  language  requiring  all  trades  to  be  'continually  recorded  in  the 
record  of  Ihe  contract  market'  would  permit  some  form  of  batch  processing,  such  as  the  col- 
lection of  data  on  diskettes  in  the  hand-held  units,  and  that  a  transcription  of  such  a  diskette 
would  constitute  the  "record  of  the  contract  market." 

The  development  of  a  hand-held  device  will  entail  signiHcant  time  and 
expense,  and  Ibe  exchanges  therefore  need  assurance  that  this  device  would  satisfy  their 
statutory  obligation. 


In  one  instance,  proposed  subsection  5a(13)(C)  provides  that  spedGed 
objectives  must  be  achieved  'to  the  extent  feasiUe  as  delermioed  by  the  Commis^on.*  (Page 
6,  line  3.)  On  two  other  occasions,  this  paragraph  specifies  that  goals  must  be  achieved  to  the 
fullest  extent  fea^le  as  determined  by  the  Commission  ^,Q)le.'  (Page  5,  line  22;  page  6,  line 
25;  emphasis  added.)  II  is  unclear  friiy  references  to  rulemakings  are  used  in  two  instances  bul 
not  in  one.  If  Ihe  Commillee  intends  that  Ihe  issue  of  feasilnlity  be  resolved  by  rules  that  will 
have  across-the-board  applicability  lo  ^1  exchanges,  all  such  references  should  presumably 
inclodc  tbe  words  'by  ruk.'  If,  however,  Ihe  Committee  believes  the  Commission  should  have 
the  tlenbility  to  address  this  mailer  on  a  per-contract-market-basis,  these  provisions  should 
reference  Ihe  word  'order.'  (This  same  comment  also  applies  to  other  prations  of  the  hilL  e.f .. 
page  8,  liiK  8.) 
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AMtionally,  it  is  unclear  H4iy  aibsectioa  Sa(13)(C)  (ii)  contains  two  separate 
lefeicDces  to  the  extent  feasible.'  (Page  6,  line  3;  page  6,  line  25.)  The  firsi  use  of  this  con- 
cept presomably  modiHcs  ^  portions  of  this  subparagraph;  however,  the  repetitioa  of  this 
concept  (albeit  in  somewhat  different  fonn)  generates  some  confusion  on  this  point.  To  fore- 
close speculation  that  this  dual  usage  has  some  bidden  significance,  the  second  reference  to 
this  language  should  presumably  be  deleted, 

II.  SccUobZOZ 

A.  General  Procedural  Concerns 

The  CEC  Exchanges  have  several  concerns  about  the  procedures  the  Bill 
would  create  for  Commission  review  of  the  exchanges'  market  surveillance  and  andil  ttail  sys- 
tems and  the  remedies  the  Commission  could  mandate  if  it  believed  'defidendes'  existed. 
Those  procedures  would  be  entirely  new  to  this  industry  and  those  remedies  could  be  costly 
and  far-reaching.  Accordingly,  we  believe  those  procedures  must  be  carefully  developed  to 
ensure  ftmdamentat  fairness,  while  promoting  our  mutual  desire  for  commodities  markets  that 
enjoy  the  hi^icst  degree  of  investor  conndence.  In  that  spirit,  we  have  suggested  certain 
charges  that  would  help  1o  assure  thai  the  Commission's  sweeping  new  powers  would  be  uti- 
lized in  a  responsible  fashion,  but  would  not  impair  the  Commission's  atnlity  lo  mandate 
necessary  changes  in  eichange  surveillance  systems  and  procedures. 

B.  Slalus  of  ■Inlerim  Orders- 

Proposed  subsection  8e(b)  would  permit  the  Commission  to  enter  an 
'interim  order*  if  it  'finds'  that  a  contract  market  'has  failed  lo  demonstr^e'  that  its  trade 
monitoring  system  complies  with  the  requisite  audit  trail  standards  and  that  certain  other 
statutory  standards  are  bring  met.  (Page  7,  line  17.) 

The  use  of  the  term  "interim  order"  in  this  subsection  creates  substantial 
cMifusion,  because  it  suggests  such  an  "order'  might  have  some  force  and  effect  prior  to  the 
point  St  iriiich  it  betnmes  linal  —  a  result  the  Bill's  sponsors  presumably  do  not  intend.  This 
ciuifusion  is  exacerbated  by  the  fad  that  proposed  subsection  8e(c)  (page  13,  line  20)  states 
that  "Violation  of  an  order*  shall  be  considered  a  violation  of  an  order  of  the  Commission  for 
purposes  of  assessing  penalties  and  initialing  proceedings  to  suspend  or  revoke  an  exchange's 
designation  as  a  contract  market.  To  dispel  the  confusion  on  thb  point,  we  would  suggest  that 
somew4uu  different  language  be  employed  (g^,  "proposed  order")  and  that  the  word  "final"  be 
inserted  prior  to  'order*  in  proposed  subsection  Se(e). 

In  a  related  vein,  we  believe  the  use  of  the  term  "5iids*  is  troublestanc, 
becmse  it  implies  that  the  Commission  has  made  some  type  of  formal  detenninatioa  that  may 
have  collateral  consequences.  To  avoid  connotations  of  this  sort,  it  mi^t  be  pieferabk  to 
replace  the  word  'finds'  with  a  phrase  such  as  "preliminarily  concludes." 

'rncedural  .Sareguards 
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cxduoge  officer,  director,  emptojee  or  committee  member.-'  In  all  other  instances,  the  provi- 
sioa  merely  caUi  for  a  *heariiig,'  eves  thou^  this  sedion  empowers  the  Cominission  to  man- 
date a  wide  range  of  attioos,  including  instituting  appropriate  improvementi  in  its  trade  mon- 
itoring, compliance  or  disciplinary  syaems,  employing  additional  s<aR,  upgrading  or  reconfig- 
uring '^''t"E  systems,  deploying  new  systems  or  suspending  dual  trading.  The  actions 
mandated  under  this  section  could  thus  entail  enormous  costs,  require  significant  alterations  in 
the  manner  in  v^ch  an  exchange  conducts  its  business  and  dictate  dramatic  redirections  of  an 
:'&  lime  and  resources- 


Became  the  Commission  has  ^ically  conducted  its  'hearings*  on  an  infor- 
mal basis,  often  with  only  written  submissions  and  no  opportunity  fat  oral  testimony  or  argu- 
mentation, we  are  deeply  concerned  thai  Ihe  Commission's  abihty  to  dilute  swec[ring  changes 
in  an  exchange's  operations  would  be  subject  lo  only  minimal  procedural  checks.  Although  we 
can  understand  the  sponsors'  desire  to  swiftly  remedy  perceived  market  deficiencies,  we 
believe  it  is  extremely  dangerous  lo  give  any  agency  -  no  matter  how  well-intentioned  Or  how 
expert  ~  virtually  unbridled  discretbn  to  mandate  cosily  and  far-reaching  changes  in  an 
industry.  Rather,  we  believe  that  appropriate  procedural  safeguards  are  essential  lo  ensure 
that  this  discretion  is  not  abused. 

We  therefore  believe  thai,  if  an  interim  order  that  could  entail  substantial 
costs  or  have  a  ugnificaat  effect  upon  an  exchange's  operations  is  issued,  the  affected  exchange 
should  be  accorded  the  full  due  process  ri^ts  of  a  bearing  'on  the  record.'  Such  a  hearing 
would  help  to  ensure  that  the  Commission's  actions  are  fair  and  reasonable  and  would  also 
help  to  assure  the  right  of  the  contract  market  to  a  fair  and  adequate  hearing  in  the  event  an 
appeal  is  taken  to  a  Coiut  of  Appeals. 

However,  to  allow  the  Conmission  to  focus  its  resources  on  situations  Vi^ere 
they  .are  truly  needed,  defidency  orders  that  emailed  insubstantial  costs  or  had  a  minimal 
effect  on  an  exchange's  oper^ions  could  be  issued  in  a  more  summary  fashion.  In  thai  way, 
orders  that  did  not  have  major  conseqmnces  for  an  exchange's  operations  could  be  imple- 
mented very  quiddy,  while  orders  with  fH-reaching  repercussions  could  be  given  the  careful 
altentitm  they  require. 


Under  proposed  subsection  8e(b),  the  Commission  may  issue  an  'interim 
order*  if  il  finds,  at  any  time,  that  a  contract  market  'has  failed  to  demonstrate*  that  certain 
statulwy  standards  are  being  met.  <Page  7,  line  17.)  This  implies  that  the  exchanges  have  a 
burden  of  proof  before  an  interim  order  issues,  even  Ihou^  no  procedure  has  been  provided 
tomahe  any  type  of  showing  on  this  subjed.  We  believe  that  the  words  "has  failed  to  demon- 


When  a  hearing  on  the  record  is  afforded,  an  affected  party  is  entitled  to:  (i)  notice  of 
the  hearing;  (ii)  an  c^iportunity  lo  participate  in  the  hearing  (iii)  an  impartiat^  decisioa-maker 
(i.e..  one  who  has  not  Jaken  part  in  the  investigative  phase);  (iv)  the  rif^t  to  appear  with 
counsel;  (v)  Ihe  ri^  to  present  oral  and  written  evidence  and  to  conduct  CTOS»«xaniination; 
and  (vi)  the  compiling  of  an  exclusive  record  on  vAich  the  decision  shall  be  based. 
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stTBtc'  should  be  deleted.  Punhermoie,  we  believe  fairness  dictates  that  the  Commission  bear 
the  burden  of  proof  in  any  hearing  preceding  Ihe  imposition  of  a  final  order.  This  appears  to 
be  tbc  approach  the  Committee  bas  taken  with  respect  to  the  removal  of  exchange  personnel, 
ind  we  believe  it  is  equally  essential  when  a  substantial  amount  of  money  or  a  significant 
degree  of  market  disruption  are  at  stake.  We  see  no  reason  why  the  Commission  should  bear 
the  ultimate  burden  in  one  case  but  not  in  tlie  others.  (At  a  minimum,  the  Commission  should 
be  required  to  make  a  prima  facie  case  for  its  proposed  order  at  this  stage,  even  if  thebtirden 
tlicn  shiAs  to  the  affeded  exchange.) 

To  provide  added  safeguards  in  this  context,  we  also  would  recommend  that 
the  ability  to  issue  ■  final  order  in  connection  with  such  a  proceeding  should  not  be  delegated 
to  the  CommissiiHi's  staff.  Althou^  authority  to  issue  interim  orders  could  be  delegable,  wc 
beheve  the  'double  check'  of  Commission  review  is  essential  before  such  an  order  becomes 


To  ensure  that  the  procedural  protections  available  to  the  exchanges  have 
genuine  meaning,  we  believe  it  also  is  essential  to  modify,  to  some  extent,  the  standards 
■gainst  nfuch  tbe  appropriateness  of  an  interim  order  is  measured.  In  particular,  we  beUeve 
the  hands  of  the  exdianges  vflll  be  efTectively  tied  if  ihey  must  use  an  "arbitrary  and  capricious" 
standard  to  challenge  the  methods  used  by  the  Commission  to  assess  the  effectiveness  or  accu- 
racy of  exchange  audit  trait  systems.  (Page  13.  line  9.)  Their  hands  would  be  tied,  loo,  if  par- 
ticular proposed  dHTcdive  actions  or  the  timetables  proposed  by  the  Commission  in  its 
interim  orders  could  be  challenged  only  on  the  ground  that  they  are  'arbitrary,  ca[»icious,  or 
an  abuse  of  discretion."  (Page  13,  line  14.) 

These  terms  impose  a  very  high  standard  that  is  extremely  difficult  to  over- 
come; and  virtually  any  proposed  action,  timetable  or  method  would  consequently  pass  muster 
on  this  bans,  no  matter  how  unreasonable  or  unrealistic  This  standard  is  normally  applied 
only  in  an  appellate  context,  after  the  parties  have  had  a  full  opportunity  for  a  hearing  on  the 
merits,  and  it  is  consequently  completely  inappropriate  for  the  initial  phase  of  a  proceeding. 
Indeed,  in  hght  of  its  stringency,  this  standard  would  permit  the  Commission  to  mandate,  with 
impunity,  iUl  but  tbe  most  far-fetched  'corrective  actions,'  and  Ihe  exchanges  would  have  virtu- 
ally no  alntity  to  question  the  wisdom  of  those  'marching  orders.* 

We  accordingly  believe  it  would  be  more  appropriate  to  judge  these  matters 
on  the  basis  of  their  reasonableness  and  cosl/beneRts,  Indeed,  we  find  it  difficull  to  believe 
that  the  Congress  would  want  the  Commission  to  mandate  conedive  actions  under  its  section 
Be  authority  that  would  entail  greater  costs  than  ihey  would  accrue  market  beneRts. 


Pressed  subsection  8e(f)  (page  14,  line  3)  provides  that  a  final  deficiency 
order  issued  by  the  Commission  may  be  reviewed  by  a  United  States  Court  of  Appeals  'in  the 
same  manner  and  under  the  same  terms  and  conditions  as  are  provided  in  Section  8a(9).'  Sec- 
tion Sa(9)  of  the  Act  was  crafted  for  appeals  with  respect  to  emergency  actions  ordered  by  the 
Commission  and  accordingly  affords  a  very  narrow  avenue  of  appeal.   In  particular,  that  sec- 
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lion  precludes  a  court  From  issuing  a  slay  of  the  Commis»OD's  order  unless  the  couit  d^er- 
mines,  alter  a  hearing,  that  the  agency's  adion  was  'arbitrary,  capricious,  an  abuse  of  discre- 
tion or  otherwise  not  in  accordance  with  law."  This  provision  is  inappropriate  tor  the  review  of 
Commission  actions  that  have  no  relaiionstup  to  market  emergencies.  Although  we  can 
undersland  the  sponsors'  eagerness  to  remedy  certain  commodities  trading  abuses,  those 
abuses  do  not  constitute  (he  sort  of  market  'emergency"  that  juslifles  dramatically  Inmcaled 
procedural  protections  for  the  contract  markets. 

G.  Dual  Trading 

Pnq>osed  subsection  Se(c)  (page  11.  line  5)  provides  that  "within  1  year  after 
the  dale  of  enactment  ,.,  the  Commission  shall  suspend  the  privilege  of  dual  trading  on  each 
contract  market,  pursuant  to  an  order  issued  under  subsection  |Se](b),  unless  the  Commission 
finds,  as  part  of  the  Rrst  asseument  made  of  such  contract  market,  that  the  contract  market 
has  failed  to  demonstrate  that"  its  trade  monitoring  system  Tully"  satisfies  the  statutory  stan- 
dards or  that  there  is  a  substantia]  likelihood  that  a  dual  trading  suspension  would  harm  the 
public  interest.  As  this  provision  contains  one  loo  many  negatives,  it  was  presumably  intended 
to  read  "if  the  Commission  finds,' rather  than  "unless  the  Commission  finds." 

Additionally,  to  clarify  that  a  suspension  would  not  become  effective  prior  to 
'  the  point  at  which  the  Commission's  order  becomes  final,  we  believe  this  provision  should  be 
amended  to  read;  "pursuant  to  a  final  order  issued  under  subsection  (d).' 

To  assure  thai  any  such  suspension  is  not  unduly  harsh,  wc  would  also 
recommend  thai  the  Commission  be  spedfically  directed  to  create  hmited  exceptions  for  dual 
trading  designed  to  effect  spread  trades  or  to  correa  errors  and  for  dual  trading  that  is  spedTi- 
calty  authorized  by  a  customer.  In  addition,  a  reasonable  phase-in  period  should  be 
mandatory. 

Finally,  to  assure  that  a  suspen^on  does  not  remain  in  effect  for  an  indefmite 
period  of  lime,  the  legislation  should  contain  procedures  pursuant  to  which  an  exchange  can 
demonstrate  to  the  Commission  that  its  audit  trail  systems  have  been  modiHed  to  meet  the 
requisite  standards  or  can  otherwise  demonstrate  that  the  suspension  is  no  longer  appropriate. 


Proposed  subsection  8e(b)  specifies  that  an  inluim  order  may  be  issued  if  a 
contract  market  has  failed  to  demonstrate  that  its  audit  trail  system  is  capable  of  detecting  'sS 
types  of  violations  attributable  to  dual  trading' and  "lo  the  full  extent  feasible  as  determined  by 
the  Commission,  all  other  types  of  violations  ....*  (Page  7,  line  24;  emphasis  added.)  II  is 
unclear  why  the  feasibility  of  monitoring  for  violations  is  not  an  overriding  condderation  in  the 
case  of  .all  types  of  violations,  including  those  attributable  to  dual  trading.  We  would  therefore 
suggest  that  this  provision  be  modified  to  provide  thai: 

...  (B)  such  system  Is  capable  of  and  is  being  used  to  review 
a  regular  basis  to  delect  violations 
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rdaied  to  making  trades  and  eKcuiing  customer  orders  on 
the  floor  or  subject  to  the  rules  of  such  contract  market, 
induding,  to  the  full  cileDt  feasible  as  determined  by  the 
Commission  by  rule,  iH  types  of  uolations  attributable  lo 
dual  trading  and  all  types  of  violations  involving  the  maldng 
of  trades  and  the  execution  of  customer  orders. 

III.  Section  203 

A.  Oral  Orders 

Proposed  subsection  4c(g)  (page  16,  line  22)  would  ban  tbe  placing  of  oral 
orders  on  contract  market  floors  for  'member-foi-member  trades*  unless  ihe  orders  are  made 
'pursuant  to  rules  thai  Ihe  Commission  adopts  and  certifies  to  Congress  will  require  standards 
and  procedures  designed  to  ensure  that  such  orders  are  not  used  to  fadlitale  violaiions  of  this 
Act.'  To  give  the  Commission  the  opportimity  to  promulgate  such  rules,  the  effective  dale  of 
this  ban  would  be  deferred  until  270  days  after  enaclmenl. 

Although  tbe  sponsors  presumably  intended  lo  Unit  this  ban  lo  trades  done 
by  one  floor  broker  for  another  exchange  member  on  the  tloor  (i^^,  to  so-called  Type  3' 
trades),  Ihe  term  'member-for-membcr  trades'  is  not  a  recognized  lerm  for  such  trades  and 
the  scope  of  Ihis  provision  is  accordingly  unclear.  (As  currently  written,  for  example,  it  could 
be  read  lo  encompass  instances  in  which  a  member  who  is  off  the  floor  calls  down  to  the  floor 
to  place  an  order.)  We  therefore  believe  tbe  Bill  diould  be  amended  lo  clarify  the  sweep  of 


We  are  also  concerned  about  Ihe  fad  Ihat  this  provi^n  would  direct  the 
Commission  to  'certify  lo  Congress  that  any  rules  it  adopts  in  this  area  "will  require  standards 
and  procedures  designed  to  ensure  that  such  orders  are  not  used  to  facilitate  violations  of  the 
Act.'  We  bchcvc  this  certification  requirement  is  unduly  stringent  and  will  have  a  chilling 
cFTect  on  the  Commission's  ability  lo  adopt  rules  in  Ihis  area,  even  in  instances  in  which  Ihe 
Commission  would  concede  that  permitting  certain  transactions  (c£,  inter-market  spreads 
and  options  of^ts)  would  have  substantial  benefits  for  Ihe  marketplace.  We  beUeve  the  Bill 
should  rei)uire  only  that  Ihe  Commission  adopt  rules  thai  it  'reasonably  believes'  svill  deter 
abuses  in  this  area  and  report  ihis  fact  to  Congress. 

As  an  alternative  to  imposing  a  statutory  ban  on  'member-for-membcr 
trades'  unless  Ihe  Commisdon  completes  a  rulemaking  in  Ihi^  area  within  270  days,  Ihe  Bill 
could  merely  direct  the  Commission  to  promulgate,  within  a  specified  period  of  lime,  rules 
governing  this  area.  This  approach  would  have  the  advantage  of  ensuring  that  vilal  hedging 
and  inter-commodily  spread  transactions  will  not  be  automatically  banned  if  tbe  Commisuon 
fails  to  meet  the  27&.day  deadline.  This  approach  also  would  have  ihe  advantage  of  preventing 
aiqr  confusion  from  arising  with  respect  to  tbe  types  of  transactions  that  are  subject  to  such  a 
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A.  Broker  Aasodalions 

Proposed  subsectioa  4j(3)(A)  (page  17,  line  14)  would  prohibii  a  floor  trader 
or  a  floor  broker  from  making  a  trade  or  cxcculing  an  order  for  a  cuslomer  if  he  knows  Chat 
the  opposite  party  has  a  relationship  with  him  as  a  partner,  employer,  employee  or  co-worker, 
unless  the  Commission  has  adopted  rules  that  it  'certiries  to  the  Congress  require  procedures 
and  standards  designed  lo  prevent  violations  of  the  Act'  atlKbutable  lo  this  type  of  trading. 

We  believe  there  is  no  justification  for  imposing  an  across-the-board  ban  on 
executing  a  customer  order  against  orders  heM  by  allillated  persons.  In  particular,  the  provi- 
uon,  as  drafted,  would  prohibii  customer  orders  from  being  executed  against  ^iisf  cuslomer 
orders  if  those  orders  are  held  by  affiliated  brokers.  In  view  of  the  fad  [hat  a  single  broker  is 
currently  pcnnilled  by  Commission  regulations  and  the  rules  of  almost  every  exchange  to  cross 
an  order  between  two  customers  (provided  that  spedfied  procedures  are  complied  vrith),  there 
does  not  seem  to  be  any  reason  to  prevent  a  broker  from  executing  a  customer  order  against 
the  customer  order  of  an  affiliated  broker.  Moreover,  in  a  [hinly  traded  market,  such  a  ban 
could  deprive  a  customer  of  the  best  execution  of  the  order. 

A  better  way  to  handle  any  perceived  problems  in  the  area  of  tratfing 
between  affiliated  brokers  would  be  to  require  the  Commission  to  adopt  regulations  deflmng 
"broker  assodalioos'  and  governing  this  practice.  Although  it  is  true  that  the  Senate  Bill  cur- 
rently gives  the  Commis^on  the  authority  to  adopt  regulations  ^iproving  this  practice  and 
delays  the  effective  dale  of  this  provision  for  Z70  days  to  permit  this  to  occur,  the  fad  is  that 
this  practice  would  be  banned  on  an  across-the-board  basis  unless  the  Commission  can  act 
within  this  time  frame,  a  result  that  could  severely  and  unnecessarily  disrupt  the  markets.  (If 
the  Committee  determines  not  to  follow  this  alternative  approach,  our  previous  comments 
with  respect  to  the  Commission's  need  to  'ccniff  lo  Congress  (page  14.  supra)  are  also 
relevant  in  this  context.) 

V.  SccUdo  401 

A.  Abstention  from  Board  Participation 

Proposed  subsection  Sa(lT)(B)  (page  20,  line  24)  would  require  contract 
markets  to  adi^  rules  requiring  Board  and  cnmmitlee  members  to  abstain  from  participation 
in  voting  and  confidential  deliberations  on  an  issue  if  the  Board  or  committee  member  (or  an 
affdiated  person)  is,  to  the  kno«4cdgc  of  sucb  Board  or  committee  member,  'a  specific  and 
actual  party  in  interest  to  the  issue  before  the  board."  Although  this  provision  was  most  likely 
intended  to  apply  only  to  spedlic  disputes  or  business  dealings  directly  involving  the  Board  or 
committee  member  (or  an  afGliated  person),  it  is  not  expressly  confined  to  situations  of  that 
type.  We  therefore  beUeve  it  is  desirable  to  clarify  the  specific  focus  of  this  provisiim  in  the 
Bill's  le^slative  hisiory. 
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B.  Exdusion  fixim  Board  for  Appropriate  Period 

EVoposed  subsedion  5a(lS)  (page  22,  line  14)  would  require  conlract  mar- 
kets to  adopt  rules  providing  that  'no  member  found  ...  lo  have  violated  this  Act  or  any  otbei 
provision  of  law  that  would  reflect  on  the  fitness  of  the  member  to  serve  m  a  fidudary  position 
may  serve  on  any  contract  marlcct  oversi^t  or  disciplinary  panel  for  an  appropriate  p^iod  (as 
defined  by  Commission  rule).'  Although  this  concepl  is  laudable,  wc  believe  the  language  of 
this  provision  is  overly  broad,  as  it  would  have  tbe  effect  of  excluding  members  from  exchange 
service  merely  because  they  bad  committed  a  technical  violation  of  tbe  Act,  and  is  unduly 
vague,  as  the  types  of  violations  that  'reflect  on  the  fitness  of  tbe  member  to  serve  in  a  fidu- 
dary capadty'  are  undear.  In  addition,  the  term  'oversight  panel'  is  a  new  term,  and  it  is 
unclear  how  it  would  apply  in  tbe  context  of  exchange  governance. 

To  address  the  Grst  problem,  we  would  suggest  that  this  provision  be 
amended  lo  read  as  follows: 

'...  have  commilled  any  violation  of  this  Act.  or  any  other 
proviso  of  law,  that  would  reflect  on  the  fitness  of  the 
member  to  serve  . . . ." 

To  address  the  second,  we  would  suggest  that  the  Commission's  rulemaking  authority  in  this 
area  l>e  expanded  lo  encompass,  aoi  merely  the  "appropriate  period"  for  excluwin,  but  also  the 
meaning  of  the  phrase  'refled  on  the  Fitness  of  the  member  to  serve  in  a  fidudary  capadty.' 
Additionally,  the  Bill  should  darify  the  meaning  of  'overdght  panel* 


Proposed  subsection  Sa(17)(C)  would  require  contract  markets  lo  'ensure,' 
'when  adopting  any  contract  market  rule  or  order  thai  is  likely  lo  affect  prices  in  any  actively 
trading  contract  market,"  that  any  party  with  access  lo  material  nonpublic  information  about 
such  deliberaiioDs  is  prevented  &om  trading  in  ■  manner  that  takes  improper  advantage  of 
such  information  or  from  transmitting  such  information  to  any  other  parly  (except  as  neces- 
sary for  the  performance  of  offidal  duties).  Allhough  we  support  this  concept,  the  actual  lan- 
guage of  this  prolusion  is  too  categoric  Although  an  exchange  can  utilize  its  best  efforts  lo 
prevent  in^de  informatioa  from  being  used  ot  transmitted  and  can  take  action  against  any 
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Proposed  Section  601  (page  27,  line  6)  would  make  mere  negligence  a  suffi- 
cient basis  for  recovery  under  seaitm  4b  of  the  Act,  a  section  which  makes  it  unlawful  for  any 
person  to  eagaBC  in  various  types  of  fraudulent  activity.  For  example,  if  this  provision  is 
enacted,  a  futures  conunisdon  merchant  ("I^CM')  or  Hoor  brolicr  could  be  held  liable  merely 
for  negligent  misrepresentations,  ratber  than  only  for  intentional  misieprescDlstions  or  for 
rcprescDtatioDS  made  in  reckless  disregard  of  the  facts.  The  predicate  for  such  a  substantial 
lotreriug  of  the  standards  for  recovery  under  Section  4b  is  unclear,  and  we  believe  the 
Committee  should  be  very  cautious  about  malting  this  change. 

We  would  note,  in  this  regard,  that  raising  the  penalties  assodatcd  with 
commodities  violations  and  lowering  the  standards  for  finding  liability  are  likely  to  trigger  a 
flood  of  commodities  claims  and  dramatically  increase  the  costs  of  engaging  in  a  commodities 
business.  We  fear  thai,  if  penalties  become  irresislibly  h^  and  the  standards  for  assessing 
lialnlity  become  unreasonably  low,  the  only  sqmeni  of  the  ittdustry  that  is  likely  to  flourish  will 
be  the  commodities  bar.  Indeed,  in  light  of  the  relatively  low  proHl  marfpns  associated  with 
the  retail  brokerage  business,  a  dramatic  iitcrease  in  the  risks  associated  with  that  busmess 
may  cause  many  brokers  to  either  dose  their  doors  or  provide  brokerage  sendees  only  to 
institutional  customers. 

Vll.  SccUnn  602 

A.  FCM  Uability  for  noor  Broker  Actions 

Section  602  (page  27,  line  19}  would  add  a  new  subsection  to  section  6d  of 
the  Act,  making  an  FCM  that  'selected  or  contracted  with'  a  floor  broker  to  conduct  a  trade  or 
execute  an  order  liable  for  any  award  of  damages  pronmately  caused  by  any  violation  in  the 
making  of  such  trade  or  order.  Moreover,  that  section  would  sutject  an  FCM  to  punitive  or 
exemplary  damages  if  it  "wiUfully  and  intentionally  failed  to  exercise  due  diligence  in  selecting 
the  floor  broker  or  monitoring  the  execution  of  the  order.* 

There  is  great  concern  in  Che  exchange  community  that  the  prospect  of 
secondary  liability  and  punitive  damages  could  dramatically  restructure  the  floor  community 
by  driving  FCMs  to  rely  enclusively  upon  thrir  own  employees  lo  execute  trades.  Concomi- 
tantly, it  could  make  a  floor  broker  unemployable  if  he  has  ever  been  sanctioned  by  the  Com- 
mission or  by  an  exchange,  even  if  the  activity  in  question  had  no  bearing  upon  the  broker's 
ability  to  handle  customer  business  in  a  responsible  fashion.  Functioning  as  an  independent 
floor  broker  has  long  been  a  way  in  which  individuals  who  were  hanlworking  and  ambitious, 
but  bad  relatively  little  capital,  could  start  their  own  small  businesses,  and  it  would  be  unfortu- 
nate to  arbitrarily  and  needlessly  foreclose  this  avenue  of  opportunity.  We  therefore  believe 
that  this  provision  opens  up  the  proverbial  'Pandora's  Bca^  and  that  the  Committee  should  be 
extremely  cautious  about  adopting  it. 
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ic  drcnmslasccs  in  which  a  broker  will  be  fouiid  to  have 
■wiUulty  and  iotentioiiaUy  failed  to  excrdse  due  diligence*  should  be  cUriGcd,  and  ■  'safe  har- 
bor' should  be  created  pursuant  to  vMch  FCMs  can  be  assured  thai  they  will  not  be  exposed 
10  punitive  damages.  Such  a  'safe  harbor'  could,  for  example,  provide  that,  if  a  floor  broker's 
re^$tration  with  the  CommissiiM  is  in  full  force  and  effect,  an  FCM  will  not  be  deemed  lo 
have  'willbilly  and  intentionally  failed  to  exercise  due  diligence'  merely  because  the  broker 
had,  at  sonie  previous  point  in  time,  been  found  to  have  violated  some  provision  of  the  law  or 
of  an  exchange's  rules.  Such  a  safe  harbor  would  place  the  burden  of  delermioing  a  floor  bro- 
ker's fitness'  to  function  in  that  capacity  predsety  where  it  belongs  —  on  the  shoulders  of  the 
Commission  —  rather  than  fbrdng  FCMs  lo  'second  guess'  that  agency's  regulatory  judgments. 

When  an  eSoft  to  clarify  the  meaning  of  'iMllfoDy  ami  intentiotially...'  is 
made,  we  believe  the  standard  for  assessmg  punitive  damages  should  be  made  extremely  nar- 
row, to  assure  that  the  Bill  does  not  dramatically  increase  the  incentive  for  strike  suits.  (Such 
liability  should,  fisr  example,  be  limited  lo  situations  where  the  FCM  had  q)ecific  knov^edge 
that  a  floor  broker  should  not  be  trusted  with  customer  orders,  but  nevertheless  continued  lo 
utilize  that  broker.)  To  be  consistent  with  other  portions  (tf  the  Bill  and  to  assure  that  an 
FChTs  expo«ure  isnl  completely  (^en-ended,  this  provision  also  should  be  amended  lo  pro- 
vide that  punitive  or  exemplary  damages  canoot  exceed  two  times  the  amount  of  the  adual 


Moreover,  we  believe  that,  if  on  FCM  has  instituted  appropriate  procedures 
and  controls  regarding  the  selection  of  brokers  and  has  faithfully  adhered  to  chose  procedures, 
it  should  be  free  from  any  lialrility  for  the  floor  broker's  wrcmgdoing.  We  believe  il  is  patently 
un&ir  and  potentially  damapng  to  the  markets  lo  impose  a  'strict  liability  concept  on  FCMs 
that  have  acted  as  consdentiously  and  reaponsUy  as  posdble. 

V1IL  Section  601 

A.  Provision  for  Punitive  and  Eiemplary  Damafcs 

Proposed  amendments  in  section  S(a)(ll)  would  require  contract  market 
attntratioD  procedures  lo  provide,  lo  the  extent  appropriate,  for  payment  lo  the  customer  of 
pumtive  or  exemplary  damages  in  addition  to  losses  proximUely  caused  by  the  vifdation,  in  the 
case  of  claims  ariang  from  a  violation  in  the  making  of  a  trade  or  the  execution  of  an  order  on 
the  floor  or  subject  lo  the  rules  of  the  conlratl  market  (Page  29,  line  9.)  To  assure  that  such 
awards  are  not  cxcessve  and  lo  make  this  provision  consistent  with  other  provisions  of  the  biQ, 
we  believe  that  punitive  or  exemplary  damages  should  be  limited  lo  cases  where  the  violation 
was  'willful  and  intentionaT  and  should  not  exceed  more  than  double  the  amount  of  the  actual 
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Senator  Harkin.  Thank  you  all  very  much. 

I  have  not  asked  any  questions.  We  have  to  leave.  I  do  not  think 
I  can  be  back  here  right  at  2:30.  I  may  not  be  back  until  after  this 
panel  is  finished,  because  of  Bome  legislation  on  the  floor. 

I  have  one  simple  question,  and  we  can  have  a  yes  or  no  answer. 
Senator  Eagleton,  in  his  opening  remarks,  said  that  the  open 
outcry  system  should  be  compared  to  the  quill  pen  and  Ebenezer 
Scrooge  and  said  it  should  go  by  the  wayside  and  we  should  go  to  a 
straight  electronic  trading.  How  say  you,  Mr.  Mahlmann? 

Mr.  Mahlmann.  Senator,  I  say  unequivocally  no. 

Senator  Harkin.  Mr.  Melemied. 

Mr.  Melamed.  Absolutely  not. 

Senator  Harkin.  You  have  to  have  the  open  outcry  system? 

Mr.  Melamed.  Absolutely. 

Senator  Harkin.  Mr.  Guttmfin. 

Mr.  GuTTMAN.  Open  outcry  now  and  for  the  nest  100  yeeu^. 

Senator  Harkin.  Regardless  of  technology? 

Mr.  GuTTMAN.  Technology  included,  alongside  open  outcry. 

Senator  Harkin.  Mr.  Fink. 

Mr.  Fink.  Firmly  no,  Mr.  Chairman. 

Sraiator  Harkin.  I  just  WEinted  to  find  out  what  you  would  say. 

Thank  you  all  very  much. 

The  committee  will  stand  in  recess  until  2:30. 

[Whereupon,  at  12:50  p.m.,  the  committee  was  in  recess,  to  recon- 
vene at  2:30  p.m.,  the  same  day.] 

AFTERNOON  SESSION 

Senator  Kerrey  [presiding].  The  committee  will  come  to  order. 

I  am  just  going  to  o[>en  with  some  foUowup  questions  provided  to 
me  by  the  QiEur,  since  he  was  here  and  I  weis  not  for  your  initial 
presentation.  The  questions  are  in  regeud  to  the  audit  trail  and 
your  concern  both  for  the  cost  of  developing  the  technolt^y  and  the 
implementation  of  that  technol(^  and  3ie  time  lines  that  are 
going  to  be  required. 

The  question  is  whether  or  not  you  are  going  to  be  able  to  deploy 
the  systems  marketwide  within  the  3-year  period  required  by  S. 
1729,  £ind  what  I  am  looking  for  are  some  responses  specific  to  that 
3-year  time  line  for  the  audit  trail  that  is  required  in  the 
legislation. 

What  do  you  think,  Leo? 

Mr.  Melamed.  I  believe  we  can  do  it.  If  you  EU'e  talking  about 
technology  that  includes  the  hand-held  recordation  device 
(AUDIT — Automated  Data  Input  Terminal),  I  believe  our  goal  is  to 
develop  this  device  within  a  year.  I  believe  this  device  will  go  a 
long  way  towEird  solving  most  of  the  requirements  you  have  before 
you.  Now,  no  one  can  guarantee  within  a  year  and  I  cannot  make 
it  that  specific,  but  we  believe  we  can  achieve  it  within  that 
timeframe. 

Senator  Kerrey.  You  think  you  can  do  it  within  a  year? 

Mr.  Melamed.  You  are  talking  about  the  hand-held  device? 

Senator  Kerrey.  Yes. 

'  Tr.  Melamed.  That  is  our  goal. 
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Mr.  GuTTMAN.  Senator,  as  you  know,  the  New  York  exchangee 
are  cooperating  on  this  hand-held  technology.  We  have  been  at  it 
for  a  year  and  a  half  and,  sSter  a  year  and  a  half,  it  Ib  still  a 
project  and  the  goal  of  1  year  or  3  years  is  very  admirable.  My  fear 
is  that  if  we  lock  ourselves  into  a  period  of  time  and  we  cannot  ac- 
complish, with  all  good  intentions,  that  a  bill  will  automatically 
kick  in  and,  as  such,  the  intended  effect  of  the  provisions  of  the  bill 
will  not  be  served. 

I  am  not  a  technical  expert.  Our  technical  people  say  that  there 
is  technology  but  the  technology  is  slow  at  this  point.  It  is  working 
at  4  megahertz  Euid  it  is  something  more  in  line  with  something 
like  15  megahertz  is  necessary.  We  must  also  choose  between  infra- 
red and  cassettes.  There  are  a  lot  of  technical  aspects  of  this  hand- 
held technology  which  we  are  all  pursuing,  but  to  lock  ourselves 
into  a  particular  timeframe,  we  have  problems  with.  But  if  we  can 
get  it  done  in  a  year,  as  Mr.  Melamed  feels,  or  in  3  years,  well,  we 
are  going  to  be  right  there  with  it. 

Mr.  Fink.  Senator,  I  would  be  less  than  truthful  if  I  told  you  for 
sure  that  we  were  going  to  be  able  to  comply  with  the  requirement 
within  3  years  or  within  1  year.  As  you  know,  we  have  done  some 
work  at  COMEX,  along  with  the  other  New  York  exchanges,  on  the 
development  of  a  hand-held  device,  but  we  do  not  honestly  know 
whether  that  device  will  work  in  a  hot-pressured  trading  environ- 
ment. We  have  put  together  a  skeleton  of  em  instrument  that  has  a 
little  bit  of  software  and  that  possibly  has  some  hardware  associat- 
ed with  it,  but  whether  it  is  feasible  in  a  full-trading  environment 
is  not  entirely  clear. 

It  is  also  not  entirely  clear,  as  long  as  we  are  on  the  subject,  that 
the  device  will  be  able  to  meet  the  requirements  that  are  satisfied 
in  the  bill,  as  we  point  out  in  supplement  to  our  written  statement. 
We  have  some  confusion  over  the  issue  of  what  exactly  the  bill  is 
intended  to  mean  by  the  word  "independent"  and  whether  the 
input  can  be  provided  by  the  person  who  is  physically  holding  the 
device  or  not.* 

Finally,  the  last  issue  is  we  are  not  entirely  sure  that  we  can 
afford  it.  We  have  spent  so  far  on  the  development  of  the  hand- 
held device,  to  bring  it  to  a  very  primitive  stage,  seemingly  a  small 
Eunount  of  money,  about  one-quarter  of  a  milUon  dollars,  but  there 
are  other  costs  associated  with  that.  We  have  no  idea  what  part  of 
the  iceberg  these  costs  represents.  We  have  had  estimates  from 
some  of  our  vendors  that  suggest  that  the  cost  of  the  hand-held 
device  could  be  somethii^  along  the  lines  of  $2,000  a  unit,  so  the 
actual  implementation  for  our  exchfinge  would  probably  mean 
that,  if  the  thing  is  successful,  we  would  probably  be  s[>ending 
something  along  the  lines  of  $2  to  $3  million.  For  an  exchange  that 
has  $5  or  $6  million  in  its  bemk  account,  that  is  a  very  big  number 
and  a  very  risky  experiment,  so  we  are  not  sure. 

Senator  Kerrey.  You  may  have  to  incorporate  as  a  savings  and 
loan,  with  that  kind  of  money.  [Laughter.] 
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Some  of  you  have  been  working  on  this  technology  aiwway,  have 
you  not,  for  the  purpose  of  doing  a  better  job  of  matching  trades 
Euid  perhaps  achieving  some  cost  savings? 

Mr.  Melamed.  You  are  quite  right.  Senator  Kerrey.  We  have 
been  workii^  on  the  technology  for  a  broker's  station  that  would 
provide  the  broker  with  a  tool  of  this  kind.  This  would  be  in  a  sta- 
tionary form,  and  would  aid  as  a  clearing  mechanism.  Thus,  we  get 
closer  and  closer  to  an  online  clearing  concept.  The  Board  of  lYade 
is  developing  a  similar  station.  We  Eire  working  to  join  our  TOPS 
Emd  their  EOS  systems,  which  are  order  routing  to  that  kind  of  a 
station.  So,  all  of  this  has  been  in  the  works  for  a  long  time. 

Actually,  were  it  not  for  the  investigatory  thrust  which  pushed 
us  to  bypass  these  stations  and  move  toward  the  hand-held  device, 
which  was  a  priority  secondary  to  the  stationary  broker  stations,  it 
would  have  been  better  to  have  the  stationary  terminal  in  place 
and  then  go  to  the  hand-held.  What  we  did  was  switch  priorities  in 
our  attempt  to  respond  quickly  to  this  investigatory  development. 
Either  way,  we  are  workmg  our  way  toward  that  kmd  of  technolo- 
gy as  an  Eud  to  open  outcry. 

Senator  Kekrey.  How  does  the  Board  of  Trade  regard  the  time 
line? 

Mr.  Mahlmann.  Senator,  as  Mr.  Melamed  indicated,  it  was  I  be- 
Ueve  less  than  2  months  ago  that  we  jointly  gave  a  press  release 
find  said  that  both  exchanges  would  commit  jointly  $5  million  to 
the  development  of  an  electronic  trading  card  that  at  this  time 
could  not  be  bought  oH  the  shelf.  We  are  going  to  have  to  commis- 
sion the  development.  Both  exchanges  have  an  expert  technology 
team  assigned  to  the  task.  We  have  just  come  up  with  guidelines 
for  specifications.  We  should  have  requests  for  proposals  out  by  No- 
vember. We  hope  the  technology  can  be  developed  custom-made  for 
us  within  the  year. 

However,  after  that,  you  then  have  to  talk  about  an  implementa- 
tion phase,  you  may  have  to  change  the  technology  available  on 
our  trading  floors,  meaning  potential  rewriting.  We  do  not  know 
that  yet,  what  requirements  of  time  that  will  entail.  We  are  very 
hopeful  to  meet  the  3-year  deadline,  but  we  would  very  strongly 
support  that  the  CFTC  and  the  GAO,  which  have  both  been  com- 
missioned to  make  an  evaluation  of  the  process,  that  if  they  deem 
tiiat  3-year  date  unfeeisible  to  implement,  that  that  extension  then 
be  granted  emd  be  proscribed  in  the  bill  right  now. 

Senator  Kerrey.  As  I  understand  it,  the  larger  exchanges,  you 
find  the  Merc  are  willing  to  share  technology  with  some  of  the 
smaller  exchanges  who  might  otherwise  find  me  costs  prohibitive? 

Mr.  Mahlhann.  We  have  made  public  statements,  and  we  will 
stand  by  that,  that  between  the  two  of  us,  we  are  going  to  develop 
the  system,  we  will  make  it  available  to  the  other  exchanges. 

Senator  Kerrey.  Do  you  want  to  comment  on  that,  Mr.  Fink? 

Mr.  Fink.  Not  only  has  Mr.  MfLhlmann  made  public  statements, 
but  he  has  made  private  statements  to  that  effect.  He  find  I  have 
had  a  conversation  on  the  telephone  to  that  effect.  The  Board  of 
TVade  and  the  Merc  have  both  expressed  their  willingness  to  share 
information.  COMEX,  in  turn,  has  expressed  a  willingness  to  share 
t      information  with  the  Chicago  exchai^es,  emd  we  hope  somehow 

1  of  t^at  comes  together  to  move  us  toward  a  better  technology. 
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Senator  Kersey.  Our  uuderstanding  was  that  that  would  relieve 
some  of  the  anxiety  about  the  prohibitive  nature  of  the  cost.  Is  that 
not  true? 

Mr.  Fink.  It  may.  It  is  not  entirely  clear  if  the  systems  will  defi- 
nitely be  compatible.  There  are  a  lot  of  differences  in  the  oper- 
ations and  I  am  not  entirely  sure  that  a  system  that  works  well  on 
the  Chicago  Mercantile  Exchfinge  will  work  well  on  the  Coffee  and 
Sugar  Exchange. 

Senator  Kerhey.  The  development  of  this  requirement,  by  the 
way,  was  bfised  upon  many  of  the  concerns  that  were  expressed 
earlier  today  by  Senator  Ee^leton,  find  the  dominant  thing  that  we 
have  tried  to  focus  our  attention  on  is  the  audit  trail.  It  is  one 
thing  that  gives  us  some  sense  that  the  trading  is  done  properly, 
though  I  am  sure  some  of  my  colleagues  on  this  committee  under- 
stand the  business  of  trading  much  better  than  me.  I  have  a  base 
level  knowledge  that  is  minimal  and  I  have  used  the  market 
before,  but  I  certainly  do  not  understand  what  goes  on  on  the  floor 
nearly  well  enough  to  be  able  to  get  into  the  details  of  rules  and 
regulations,  with  any  great  comfort,  so  the  audit  trail  gives  us 
some  assurance. 

You  are  going  to  have  to  provide  us  with  additional  input,  be- 
cause what  we  tried  to  do  is  to  say  that  we  want  that  audit  trsiil 
improved  with  new  technology,  but  we  also  understand  that  there 
is  a  possibility  that  that  technology  may  not  be  employable  by  the 
deadline  that  we  have  set.  That  is  why  we  have  also  asked  for  the 
GAO  to  advise  us  and  we  have  provided  for  ways  to  extend  the 
timetable  as  may  be  reasonable  and  justified. 

I  would  be  very  surprised  if  the  committee  is  not  pretty  strongly 
and  unanimously  supportive  of  the  audit  trail  provisions.  There  are 
maybe  some  other  sections  of  the  bill  that  are  more  controversial, 
but  I  think  there  is  going  to  be  a  great  deal  of  interest  in  establish- 
ii^  a  deadline,  and  so  what  I  would  ask  the  four  of  you  to  do,  as  we 
develop  this  thing,  is  to  make  sure,  in  as  specific  a  way  as  possible, 
to  give  us  some  indications  as  to  what  we  can  do  to  make  certain 
that  we  do  not  impose  excessive  costs  or  other  sorts  of  things  that 
are  going  to  be  unworkable  for  you  and  the  exchanges. 

The  chairman  also  has  a  question  on  the  service  fees,  and  I  wiU 
just  read  it  to  you.  In  1982,  the  futures  industry  strongly  opposed 
the  user  fees  of  12  cents  a  round-turn  trade,  charging  that  this 
would  be  onerous  and  cripple  the  then  new  National  Futures  A^o- 
ciation.  The  fee  was  defeated,  but  the  NFA  then  imposed  its  own 
fees  of  28  cents  per  customer  trade,  totaling  about  $25  million  a 
year. 

Since  then,  rather  than  suffering,  futures  trading  hfis  prospered, 
volume  has  doubled,  and  the  question  then  is  why  should  we  be- 
Ueve  that  service  fees  under  S.  1729  would  cr^ple  U.S.  competitive- 
ness, when  the  record  under  much  larger  NFA  fees  is  exactly  the 
opposite. 

Mr.  Melamed.  Senator  Kerrey,  I  do  not  know  if  "cripple"  is  per- 
haps Em  overstatement,  but  we  are  very  cost  sensitive  in  a  competi- 
tive way.  All  these  provisions  tend  to  make  us  less  competitive.  It 
is  not  a  question  of  whether  it  cripples  or  simply  diverts  soi  of 
the  business  that  could  be  done  cheaper  elsewhere,  but  wh       it 
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may  not  cripple  us,  it  will  certainly  lose  ub  some  portion  of  that 
business. 

It  may  happen  as  the  result  of  a  regulation  or  fee  structure  im- 
posed that  may  or  may  not  be  necessary  to  the  process.  We  are 
living  in  a  very  competitive  world,  where  everybody  is  watching 
every  penny. 

In  1982,  we  confronted  this  issue.  At  that  time,  as  you  know, 
there  was  no  National  Futures  Association.  This  industry  agreed 
with  the  Senate  to  take  a  certain  amount  of  the  comphance  burden 
away  from  the  CFTC  by  assuming  those  burdens  themselves.  In 
that  agreement  with  the  Senate  eina  Congress,  in  the  bill  created  at 
that  time,  we  agreed  to  create  a  National  Futures  Association.  I  be- 
lieve Mr.  Wilmouth,  president  of  the  iissociation,  will  later  testify 
that  we  agreed  to  tax  ourselves  in  one  form  or  another  to  pay  for 
those  compliance  costs  and  thereby  remove  some  of  the  burdens 
from  the  CPTC  and  the  taxpayer.  We  did  aH  of  that,  carried  out 
our  bargain,  and  we  presently  tax  ourselves  something  like  20 
cents  per  trade. 

Now,  I  grant  you  that  our  business  has  continued  to  grow,  in 
spite  of  that  tax.  But  the  point  I  am  making  is  that  we  carried  out 
our  end  of  the  bargeiin.  The  NFA  provides  a  service  that  we  pay  for 
that  heis  been  complimented  by  most  of  those  Federal  agencies  that 
have  reviewed  its  service.  The  CFTC  has  stated  that  the  NFA  does 
a  very  fine  job  and  that  it  does  help  carry  this  burden.  We,  in  fact, 
carried  out  an  agreement  that  we  had  with  the  Congress  with  re- 
spect to  service  fees. 

Senator  Kersey.  I  am  going  to  yield  here  in  just  a  second.  I  just 
presume  to  know  what  the  committee  itself,  as  a  group,  is  thinking, 
but  as  I  sense  the  environment  right  now  is  best  summed  up  witti 
reference  to  Senator  Eagleton's  presentetion  this  morning,  who 
said,  as  a  member  of  the  Merc's  Board,  that  we  ought  to  either 
strengthen  the  CFTC  with  additional  resources  or  we  ought  to  shut 
it  down,  one  or  the  other.  Those  are  the  extremes,  and  assuming 
that  you  would  prefer  the  first  over  the  latter,  we  need  to  find 
some  revenue  source  to  pay  for  it.  I  am  aware  that  the  local  trad- 
ers pay  nothing  at  all  on  trades,  and  what  I  am  suggesting  to  you 
is  that  you  are  going  to  have  to  work  with  the  committee,  if  your 
objective  is,  Uke  ours,  to  strengthen  the  CFTC,  to  look  for  a  satis- 
factory source  of  revenue  to  pay  for  the  additional  regulatory 
strengthening. 

Senator  Lugar. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Chairmsm. 

Let  me  say  first  of  all,  I  appreciate  the  detailed  papers  submitted 
by  each  of  the  witnesses.  I  have  read  them  and  I  think  they  are 
very  important  as  backup  materials  and  they  will  offer  each  one  (rf 
us  and  the  staff  a  great  deal  to  work  with. 

I  want  to  reiise  questions  about  three  important  issues  that  were 
raised  in  each  of  the  four  papers  find  simply  try  to  obtain  more 
from  your  oral  testimony  on  these  issues. 

First  of  all,  the  argument  is  developed  in  greater  detail  in  the 
backup  materials  from  the  Chicago  Board  of  Trade  concerning  the 
value  of  the  open  outcry  system.  As  I  read  that  material — and  it  is 
reiterated  in  other  statements — the  point  is  made  that  the  open 
outery  system  is  the  unique  feature  of  our  futures  system  that  dif- 
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ferentiates  it  from  others.  Unless  I  misread  the  argument,  which  is 
one  that  I  had  not  seen  with  this  intensity  before,  the  point  is  that 
the  open  outcry  system  accommodates  more  trading,  greater 
volume  of  trading  and  does  so  somewhat  more  efficientiy.  And  that 
if  you  were  forced  to  go  to  a  purely  electronic  system,  this  could 
slow  down  the  number  of  orders  that  could  be  taken. 

A  contention  is  made  in  one  of  the  four  papers  that  an  electronic 
system  might,  in  fact,  give  greater  certainty  in  terms  of  orders, 
tmiing,  sequencing,  customer  bills  and  what  have  you,  but  that  the 
sacrifice  of  getting  this  degree  of  accuracy,  and,  I  m^ht  add  integ- 
rity in  the  S3rstem,  would  be  to  sacrifice  the  competitive  nature  of 
open  outcry  Eind  thus  make  our  system  less  competitive  with  Uiose 
of  other  countries. 

Are  contending  that  the  electronic  systems,  which  you  pointed 
out  originated  from  the  genius  of  the  American  futures  markets, 
are  simply  not  at  a  point  of  sufficient  reliability,  perfection  or  com- 
prehensiveness? Clearly  most  of  the  progression  of  invention  in 
America  has  been  at  least  due  in  some  part  to  the  fact  that  com- 
puterized electronic  systems  have  become  inordinately  more  effi- 
cient year  by  year. 

One  of  the  great  aspects  of  our  competitive  position  with  regard 
to  the  Soviet  Union  or  anybody  else  is  the  power  and  authority  of 
our  computer  systems,  so  that  the  logic  at  letist  of  some  of  us  on 
the  committee  lead  us  to  beUeve  that  computerization  is  probably  a 
course  that  would  also  serve  the  futures  industry  very  well.  Can 
any  of  you  address  this  general  philosophiceil  point?  Clearly  I  weint 
to  Know  exactly  what  is  the  uniqueness  of  open  outcry,  or  is  tibis 
simply  a  contention  that  it  is  the  best  system  for  the  moment,  with 
possibility,  that  as  developments  come  electronically,  those  systems 
might  supersede  open  outery? 

Mr.  Melambd.  Senator,  I  will  answer  for  the  Chicago  Mercemtile 
Exchfuige.  My  £mswer  may  differ  somewhat  from  the  other  ex- 
changes. I  believe  there  may  be  shades  of  diflerence  between  us. 

I  would  like  to  point  out,  first  of  all,  that,  as  I  averred  in  my 
opening  remarks,  the  idea  of  electronic  trading  came  from  within 
the  industry.  It  was  a  rec(%nition  of  the  way  the  world  was  going 
in  terms  of  globalization  and  the  international  competition  we  face. 

We  felt  this  could  best  be  met  with  an  electronic  system  that 
could  then  pick  up  after  the  open  outcry  session  ends.  We  recog- 
nized that  we  must  compete  intemationeJly  on  a  24-hour  beisis,  be- 
cause the  markets  are  being  used  on  a  24-hour  basis.  We  recogmzed 
that  the  minute  we  close  our  door,  the  next  m£u*ket  opens  ite  door 
and  that  we  could  lose  our  market  share  £md  maybe  even  our 
market  through  that  door.  So  how  do  you  compete  best?  We 
thought  to  compete  best  we  would  use  the  technology  that  either 
would  soon  be  or  is  currently  available  and  with  it  build  an  inter- 
national system  such  as  what  we  call  GLOBEX.  When  we  did  that, 
we  recognized  find  very  carefully  understood  that  the  economic 
engine  that  open  outery  represente  must  be  utilized  to  assure  that 
GLOBEX  will  succeed. 

If  we  did  not  have  the  success  of  the  open  outcry  system,  if  we 
could  not  depend  on  the  Eimount  of  open  interest  that  has  evolved 
because  of  open  outcry  during  our  day's  session,  then  I  would  tell 
you  that  I  do  not  know  to  what  extent  GIXDBEX  will  succeed.  It  is 
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because  what  we  have  doae  is  integrated  with  open  outCTy.  We  lit- 
erally made  one  to  work  with  the  other.  Without  the  economic 
engine  of  open  outcry  that  produces  the  kind  of  liquidity  and  open 
interest  and  success  of  our  markets,  GLOBEX  in  itself  is  a'  big 
question  mark. 

So,  to  rush  us  in  an  artificial  way  to  do  away  with  that  which 
acts  as  the  economic  engine  for  the  success  of  the  whole  thing  may 
endemger  the  entire  system.  That  is  the  view  of  the  Chicago  Mer- 
cantile ExchEinge.  I  do  not  believe  that  open  outcry  need  exist  for 
100  hundred  years.  I  differ  with  others  about  that.  I  do  not  even 
know  whether  it  will  exist  25  years  from  now.  None  of  us  have  that 
kind  of  crystal  ball. 

But  I  would  like  to  see  it  evolve  naturally  as  a  consequence  of 
evolution  of  the  meirkets  themselves,  proving  one  against  the  other. 
I  would  certainly  not  urge  this  Congress  to  push  us  to  artificially 
do  away  with  the  one  thing  that  is  central  to  the  success  of  this 
national  resource  called  futures  msirkets.  No  other  markets  in  the 
world  are  as  liquid  as  ours  as  a  result  of  the  open  outcry  process. 

Senator  Lugar.  Well,  let  me  say  that  the  Coi^ress  is  not  intent 
upon  driving  the  exchanges  into  an  uncompetitive  position.  Quite 
the  contrary,  those  of  us  who  take  od  interest  in  this  issue,  believe 
that  this  is  od  extremely  important  industry,  that  the  future  of  it 
is  at  stake. 

I  am  not  going  to  address  the  problems  of  the  futures  industry  in 
emotional  ways,  but  I  would  say  that  one  reason  for  the  thorough 
examination  of  the  open  outcry  system  is  that  there  is  the  percep- 
tion on  the  part  of  some  of  us — find  I  am  one  of  them — that  it 
allows  for  potential  abuses.  Now,  the  question  will  be  raised,  how 
many  eind  to  what  extent  are  persons  culpable  under  this  system  as 
opposed  to  others.  The  testimony  we  have  had  from  GAO  smd 
others  indicates  that  gaps  in  reporting  edlowed  certain  persons  to 
take  advEmtage  of  customers.  This  has  led  to  a  situation  where  cus- 
tomers around  the  country  and  constituents  of  ours  are  questioning 
the  system.  This  is  why  we  are  in  the  process  of  examinmg  what  is 
requu^  to  restore  customer  confidence.  The  exchanges  have  been 
working  inordinately  hard  to  do  that  and  we  appreciate  their 
efforts. 

The  question  recurs  in  large  part  because  we  have  had  expert 
testimony  by  GAO  and  others  that  eui  electronic  system  apparently 
gives  an  absolute  sequence  of  events  that  cures  at  leeist  some  of  the 
alleged  abuses  that  are  a  part  of  the  indictments,  or  at  least  some 
of  them. 

Now,  it  seems  to  me  the  philosophical  position  is — and  it  weis 
raised  by  one  of  you — that  integrity  is  a  very  important  part  of  the 
system.  Efficiency  find  volume  of  trade,  and  international  competi- 
tion are  ail  other  important  components,  and  I  believe  we  are  all 
mindful  of  these  things. 

However,  to  return  to  the  question  of  whether  the  electronic 
system  does  provide  the  integrity  Eispect,  and  how  market  efficien- 
cy under  open  outcry  might  be  acfversely  impacted.  Your  argu- 
ment, Mr.  Melamed,  is  that  the  judgment  may  still  be  out  for  many 
yoEirs.  However,  at  the  same  time  you  have  open  outcry,  I  believe 
that  you  even  see  a  sort  of  corporate  fellowship  that  comes  from 
1  outciy.  Your  written  testimony  indicates  a  benefit  from  the 
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congr^ation  of  persons  that  generate  interest  eind  excitement,  and 
maybe  your  point  is  that  you  need  to  have  sort  of  this  focal  point 
or  excitement  in  order  to  generate  trades.  If  you  had  just  an  elec- 
tronic board,  without  the  corporate  fellowship  of  the  traders,  you 
would  not  have  the  same  thing.  To  me  this  is  an  interesting  argu- 
ment and  one  we  would  probably  need  to  pursue  in  greater  detail. 

We  are  at  the  point,  where  critical  doubts  have  been  raised  in 
terms  of  the  audit  trail  and  the  manipulation  of  time  records  by 
persons  who  have  been  involved.  To  the  extent  that  it  can  be  cor- 
rected, it  seems  to  me  this  committee,  the  Congress  and  you,  have 
the  responsibility  to  try  to  correct  the  situation.  This  is  why  I  hope 
that  this  hearing  or  the  whole  debate  does  not  turn  into  an  adver- 
sarial proceeding  in  which,  on  the  one  hand,  we  have  the  electronic 
advocates  find,  on  the  other  hand,  we  have  the  open  outcry  sup- 
porters. This  would  be  bad  because  at  some  point  the  public  as  a 
whole  is  going  to  be  left  in  some  doubt  about  the  int^rity  and  cer- 
tainty of  the  system. 

When  you  have  testified  that  you  feel  that  the  Congress  is 
moving  in  an  inordinately  rapid  pace  on  audit  trail  changes — one 
of  you  suggested  the  3-year  deeidline  be  removed  or  even  3  years 
plus  the  thought  of  greater  flexibility.  It  seems  to  me  that  a  c^lain 
timeframe  is  need  to  provide  the  public  with  some  degree  of  cer- 
tainty. The  public  sees  itself  as  jeopardized  for  the  next  3  years 
under  the  Senate  bill  as  it  now  stands,  and  it  seems  to  me  a  specif- 
ic fiBmework  is  in  the  best  interests  for  the  industry  as  well  as  the 
Congress. 

For  any  of  you,  in  reviewing  the  whole  timing  situation,  what  is 
the  parameter  in  which  change  or  a  greater  degree  of  certainty 
ought  to  occur? 

Mr.  Mahlmann.  Senator,  if  I  would  be  permitted  to  use  an  anal- 
ogy, I  would  say  that  the  car  is  a  very  useful  and  very  good  instru- 
ment for  U.S.  users,  and  I  would  submit  to  you  that  the  car  in  the 
hands  of  a  drunk  driver  is  a  deathly  vehicle,  but  we  should  not 
eliminate  the  car  because  we  have  a  drunk  driver,  or  10,  or  many. 

We  as  exchanges  have  found  no  better  system  than  the  open  auc- 
tion outcry  system  today,  and  we  fully  support  the  spirit  of  the 
Senate  bill,  that  the  drunk  driver  or  the  violator  should  be  detect- 
ed, should  be  prosecuted,  and  should  be  punished,  swiftly  and  se- 
verely. But  to  do  away  with  a  140-year  working  business — and, 
reaUy,  if  you  ask  yourself,  as  a  businessmsm,  it  is  a  working  busi- 
ness— and  automatically  by  dictate  or  by  fiat  say  3  years  from  now 
this  is  going  to  be  a  better  business,  when  that  is  not  proven  today, 
then,  as  a  businessman,  I  think  it  is  the  wrong  approach,  because 
there  is  no  computerized  trading  system  out  there  at  this  junc- 
ture— yes,  there  are  in  Tokyo  and  yes  there  are  in  Switzerland,  but 
I  submit  to  you  that  none  of  them  could  have  done  on  Simday 
night  almost  300,000  Treasury  bond  contracts,  as  I  incorporated  in 
my  opening  statement,  in  the  efficiency,  without  a  breakdown,  as 
we  did  this  past  Sunday.  Those  systems  are  not  available. 

We  are  trying  to  develop  a  system  for  after-hours,  but  whether 
that  will  be  here  and  successful  and  replace  the  open  outcry 
market,  I  think  the  future  will  tell. 

Senator  Lugar.  Let  me  just  interject  for  a  mom^it,  ot     rs  '. 
expressed  this  as  well,  and  I  will  reiterate  it,  that  we 
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at  this  place  to  begin  with  if  there  wae  total  confidence  on  the  part 
of  this  panel,  our  committee,  that  either  the  exchanges  were  in 
control  of  their  membership  or  the  CFTC  had  been  rigorously  suffi- 
ciently in  ita  oversight.  We  really  come  along,  as  eill  of  you  have 
suggested  we  should,  on  behalf  of  the  public  and  see  a  good  bit  of 
disarray  in  the  management  of  the  ezchangee,  as  well  as,  from 
time  to  time,  in  the  management  by  the  CPTC. 

Now,  the  ultimate  end  of  this  exercise,  I  suspect,  is  going  to  be 
the  end  of  the  CFTC  and  maybe  the  end  of  this  committee  worry- 
ing about  it  at  all.  You  know.  Senator  Leahy  and  I  sort  of  started 
our  Senate  careers  worrying  about  the  CPTC  euid  FIFRA  l^isla- 
tion.  We  were  sort  of  assigned  these  issues  because  they  are  com- 
plex and  because  others  did  not  want  to  handle  them. 

At  our  last  round  of  hearings  on  reauthorization,  we  left  com- 
pleted action  with  some  confidence  that  the  industry  waa  going  to 
take  control,  devise  a  much  better  audit  trail  and  get  a  ^ood  handle 
on  things.  However,  this  really  did  not  turn  out  to  be,  m  our  judg- 
ment, the  case.  We  are  not  really  confident,  as  has  been  expressed 
today,  that  the  CPTC  has  a  handle  on  it,  either.  This  is  why  it  is 
becoming  truly  a  fundamental  issue. 

Now,  it  ma^  be  that  the  industry  itself  is  perfectly  confident  in 
what  it  is  doing.  However,  that  is  only  one  side  of  the  equation. 
From  the  standpoint  of  the  public  perception  of  what  is  going  on,  it 
has  not  been  a  good  year  on  futures  exchanges.  That  is  why  we 
really  have  to  come  to  grip  with  the  question  both  of  efficiency  as 
well  as  the  integrity  of  the  audit  trail.  One  of  our  primary  concerns 
is  with  the  outside  customer,  who  comes  from  a  farm  in  Indiana  or 
Nebraska,  who  phones  in  an  order  euid  wonders  really  how  he  is 
being  dealt  with  at  that  point  by  persons  who  are  sophisticated  and 
in  a  position  to,  if  they  wish,  to  manipulate  things. 

Now,  let  me  just  raise  one  question  to  focus  this  again.  We  have 
had  a  lot  of  t^timony  on  dual  trading  and  each  of  you  have  ad- 
dressed that  question.  It  is  sort  of  a  focal  point  of  controversy.  Most 
of  you  have  said  that  dual  trading  oi^ht  to  continue,  and  yet  in  a 
common  sense  way,  as  we  visit  with  the  press  or  with  constituents 
about  this,  people  ask:  how  can  a  person  who  is  deiUing  for  his  own 
account  deal  fairly  with  a  customer  in  the  same  way?  Well,  your 
response  is  that  we  eire  fill  professionzils  and  have  traded  in  this 
manner  for  years,  with  a  great  deal  of  integrity,  so  what  is  so 
troubling  about  that. 

Well,  there  should  not  be  anything  troubling  about  that,  but 
there  is  evidence  that  some  persons  dual  trading  have  used  their 
customers'  orders  for  benefit  of  themselves.  Now,  one  can  say  that 
there  only  was  small  amounts  of  money  involved,  and  that  out  of 
all  of  those  accumulated  violations,  it  did  not  amount  to  a  whole 
lot  in  terms  of  a  percentage  of  the  total  trading  volume.  However, 
the  fact  that  such  abuses  allegedly  did  occur,  has  created  a  percep- 
tion that  dual  treidii^,  essentially  having  two  masters,  is  not  a  very 
good  idea. 

All  of  us  understand  that  liquidity  in  mEmy  markets  may  depend 

upon  the  generation  of  these  trades  in  dual  trading.  This  is  why 

t      House  called  for  the  elimination  of  dual  trading  at  a  certain 

,  preserving  liquidity  at  lower  levels.  But  what  is  the  defense 

phically  of  dual  trading,  how  do  you  make  a  case  to  the  ordi- 
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nary  person  who  is  listening  to  this  debate  and  wondering  already 
about  manipulation,  as  to  why  there  should  be  a  continuation  of 
this  practice  of  dual  trading? 

Mr.  Melahed.  Well,  I  eigain  may  differ  in  some  respects  with 
others  on  this  panel.  But  one  must  really  put  dual  trading  in  its 
perspective,  Senator  Lugar.  Dufil  traders  are  everywhere  in  every 
part  of  the  financial  community,  whether  they  are  currency  trad- 
ers or  bond  traders  in  the  ca^  market,  or  securities  traders  in 
stocks,  or  on  the  New  York  Stock  Exchange  or  American  Stock  Ex- 
change, or  in  banks. 

We  have  dual  trading  everywhere.  I  do  not  know  why  it  suddenly 
became  sort  of  popular  to  look  at  dual  trading  in  iiitures  markets 
as  something  different  and  apart  from  the  rest  of  society.  I  do  not 
believe  it  is. 

But  if  you  could  tell  me,  and  if  the  evidence  were  there,  that 
indeed  dual  tradii^  is  the  main  source  of  our  problems  in  terms  of 
violations,  then  I  would  subscribe,  eis  you  do,  to  undo  it.  But,  that 
si^^ly  has  not  been  borne  out,  that  hfis  not  been  the  evidence. 

While  trading  has  given  rise  to  some  violations,  Euid  we  clearly 
agree  that  we  have  to  do  something  about  that,  dual  trading  is  not 
the  main  source  of  these  violations.  And  therefore,  what  we  have 
sugzeeted  is,  I  beheve,  a  veiy  rational  solution. 

The  Chicago  Mercfintile  Exchange  is  on  record  as  saying  that  we 
will  meike  a  standard  of  monitoring  the  dual  trading  issue  to  a 
degree  that  ought  to  satisfy  all  prudent  people.  If  we  cannot  meet 
that  standard,  we  Eu-e  wilUng  to  do  away  with  dual  trading,  but 
give  us  an  opportunity  to  preserve  the  good  that  dual  trading  rep- 
resents. And  if  we  cannot  meet  the  standard,  well  th«i  we  wul 
agree  to  do  away  with  dual  trading. 

I  do  not  believe  that  is  £m  irrational  approach  to  this  very  diffi- 
cult and  sophisticated  issue. 

Mr.  GuTTHAN.  Senator,  if  I  may  add  to  that,  Mr.  Melamed  spoke 
very  eloquently  on  beheif  of  dual  tradit^.  But  I  also  think  you 
have  to  t^e  into  consideration  the  size  of  the  exchange  itself.  The 
two  Qiicago  exchanges  have  approximately  3,000  brokers  on  their 
floors.  If  the  administrations  of  those  exchangee  feel  that  they  can 
live  or  they  wish  to  limit  their  dual  trading,  they  have  close  to 
2,500,  2,000  other  brokers  that  could  pick  up  the  slack  and  rear- 
range the  business  functions. 

On  the  NYMEX,  we  have  approximately  500  brokers  on  the 
floor.  Those  500  brokers  serve  a  vital  function  to  keep  the  exchfuige 
going.  If  I  take  half  of  those  brokers  out  of  circulation,  in  terms  of 
the  liquidity  and  additional  capital  that  they  bring  into  the  efG- 
ciency  of  the  marketplace,  I  am  artificially  forcing  our  exchange  to 
cut  ito  volume  or  cut  its  efficiency. 

So  even  on  the  issue  of  dual  trading,  it  has  to  be  seen  exchange 
by  exchange.  Yes,  there  is  a  perception  that  dual  trading  is  evU. 
Yet  when  we  take  a  look  at  the  indictments  out  of  Chicago,  none 
point  to  dual  trading  as  the  culprit  in  an^  of  these  abuses. 

And  as  such,  Leo  pointed  out  very  ef^ctively  that  dual  trading, 
trading  for  one's  own  eiccount  and  handling  customer  business,  is  a 
vital  fiinction  in  our  organization.  One  of  our  board  members  re- 
cently stuck  an  NASD  r^^ulation  under  my  nose.  And,  again,  the 
NASD  is  a  self-regulatory  organization. 
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Senator  BoscHwrrz.  What  is  that? 

Mr.  GuTTMAN.  NASD,  National  Association  of  Securities  Dealers. 
Where  if  I  might,  just  by  example — and  I  am  not  trying  to  bring 
out  anything  that  we  are  holier  than  they  are — they  have  a  situa- 
tion where  it  is  legal,  accepted,  where  market  is  10  bid  at  a  quar- 
ter, if  a  dealer  is  making  10  bid  at  a  quarter  market,  and  a  custom- 
er calls  up  and  says  I  would  like  to  sell  1,000  shares  at  10  smd  an 
eighth,  the  dealer  still  makes  his  market  at  10  bid  and  a  quarter. 
And  if  he  sells  that  quarter,  he  is  entitled  to  hold  on  to  the  1,000 
shares  in  spite  of  the  feict  that  the  customer  is  attempting  to  sell 
1,000  at  an  eighth. 

So  here  you  have  a  classic  example  where  the  financial  commu- 
nity has  accepted  the  dual  role  of  a  dealer/principle,  et  cetera.  If 
you  put  all  this  together  in  an  orderly  fashion  we,  in  New  York 
and  as  an  institution,  feel  that  dual  trading  for  us  is  a  must. 

The  Chairman.  Gentleman,  I  listened  to  the  explanations  on 
dual  tradii^,  what  works  and  what  does  not.  Having  spent  necirly 
15  yeetrs  figuring  how  the  commodity  markets  work,  I  think  as  a 
Member  of  the  Senate  I  have  a  fairly  good  idea  of  it.  Certainly,  I  do 
not  pretend  to  have  the  expertise  of  those  who  deal  on  it  every 
sin^e  day  as  part  of  their  livelihood. 

I  would  just  point  out  some  of  the  political  reedities  here.  I  have 
read  through  the  testimony  of  all  of  you.  I  understand  those  areas 
where  you  disagree  tmd  disagree  rather  strongly  with  the  legisla- 
tion before  us.  I  think  that  you  should  understand,  as  we  have 
stated  before,  that  the  legislation  is  not  aimed  at  the  four  people 
sitting  at  this  table.  If  we  did  not  respect  your  expertise  and  your 
judgment  in  these  matters,  you  would  not  have  been  invited  to  be 
here  to  testify. 

What  we  are  concerned  about  is  the  feeling  of  some  within  the 
industry  that  somehow,  if  they  just  hunker  down  and  puU  political 
levers,  all  this  will  pass.  That  is  not  the  situation.  There  is  a  great 
deal  of  concern  by  people  who  have  very  little  understanding  of 
how  these  markets  work.  They  are  concerned  about  the  indict- 
ments that  have  come  down.  They  are  concerned  about  the  sudden 
swings  within  the  market,  concerned  about  items  they  read,  wheth- 
er it  is  in  the  Wall  Street  Journal  or  tuiy  newspaper.  They  think 
that  perhaps  somebody  better  go  into  these  arcane  markets  which 
are  well-understood  by  the  100,000  or  200,000  people  directly  in- 
volved in  them,  but  not  understood  very  much  by  the  260  milUoo 
other  Americans. 

You  have  talked  about  dueil  trading.  I  have  talked  about  open 
outcry,  for  example,  emd  whether  this  is  em  attack  on  open  outcry. 
S.  1729  is  not.  I  can  tell  you  what  would  come  right  after  S.  1729  if 
this  does  not  pass.  I  reahze  that  there  may  possibly  be  some  areas 
of  change  in  the  bill,  but  I  ceuinot  think  of  many.  We  have  worked 
vei^  hard  on  this. 

llie  Senate  Agriculture  Committee  staff  has  talked  with  virtual- 
ly everybody  within  the  industry  and  outside  the  industry.  We 
have  tned  to  keep  everybody  posted  (m  what  we  were  doing,  and 
we  sought  advice  and  information  from  everyone.  Unlike  the  other 
body,  we  delayed  putting  in  the  l^islation  until  we  had  a  chance 
''O  go  through  the  process,  until  we  could  touch  base  with  a  lot  of 
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people,  talk  to  individual  Members  of  the  Senate  as  well  aa  those 
within  the  industry  find  those  affected  by  it. 

S.  1729  is  not  an  attack  on  the  open  outcry  system;  it  maintains 
the  open  outcry  s^tem.  It  mfuntains  the  jurisdiction  of  the  CFTC, 
although  I  womd  hope  greatly  strengthened  because  I  am  not  confi- 
dent in  the  job  the  CFTC  has  been  doing.  I  think  it  should  be  doing 
a  better  job. 

As  Senator  Eagleton  mentioned  this  morning,  you  cannot  l^is- 
late  motivation.  You  cannot  l^islate  what  one  might  do  under  the 
law.  The  CFTC,  however,  in  my  estimation,  does  not  have  adequate 
tools  or  pei'sonnel  or  even  the  laws  to  work  with. 

What  we  have  done  in  this  bill  is  to  strengthen  the  CFTC.  We 
have  certainly  strei^hened  the  audit  trail.  We  have  also  preserved 
the  open  outery  system,  thoi^h  there  were  a  number  of  people  in- 
volved with  the  development  of  this  legislation  who  had  serious 
questions — questions  that  I  respected  because  I  respect  the  judg- 
ment of  the  people  who  raised  them — about  the  open  outcry 
system. 

There  is  going  to  be  l^islation  this  year.  I  might  tell  you  that  a 
lot  of  people  feel  that  if  we  cannot  have  the  kind  of  reforms  in  S. 
1729,  maybe  we  ought  to  take  future  jurisdiction  out  of  the  CFTC 
and  put  it  under  the  SEC.  Maybe  we  ought  to  do  away  with  the 
open  outcry  system  and  require  something  el^.  And  those  people, 
absent  good,  strong  l^islation  like  this,  would  probably  have  a  ma- 
jority going  along  with  them. 

I  mention  this  as  a  politiced  reality.  Now,  each  ofyou  has  defend- 
ed the  practice  of  dual  trading  today.  In  S.  1729,  dual  trading 
would  be  barred  only  to  the  extent  that  an  ezchfinge  cannot  police 
its  floor  against  dual  trading-related  abuses  where  the  pubhc  is 
protected. 

Do  you  feel  that  is  not  an  appropriate  way  to  address  the  ques- 
tion in  S.  1729?  Does  anyone  want  to  try  answer  that? 

Mr.  GuTTiitAN.  I  will  give  it  a  shot. 

The  Chairman.  Mr.  Guttmtin. 

Mr.  GuTTMAN.  Mr.  Chairman,  the  audit  trail  principles  are  what 
we  govern  ourselves  under,  they  are  two  separate  and  distinct 
issues.  We  have  to  have  an  effective  audit  trail,  period,  end  of 
story.  To  tie  dual  trading  in  find  simply  say,  well,  you  cannot  dual 
tra^  if  you  are  not  going  to  have  an  effective  audit  trail  indicates 
the  audit  trail  itself  is  not  good  enough  for  Congress  and  for  our- 
selves to  be  comfortable  with  the  issue. 

To  take  the  dual  trading  aspect  and  use  it  eis  a  sledge  hammer 
over  the  effectiveness  of  the  audit  trail,  I  think  both  of  them  have 
to  stand  on  their  own  merits. 

The  Chairman.  Well,  that  is  not  what  I  am  saying.  I  am  saying 
that,  in  our  bill,  dual  trading  is  barred  only  when  an  exchange 
cannot  pohce  the  floor  against  dual  trading-related  abuses.  I  think 
we  all  know  what  some  of  those  abuses  might  be. 

If  you  can  police  agfiinst  such  abuses,  then  dual  trading  is  al- 
lowed. If  you  cannot,  it  is  disallowed.  Does  that  really  seem  so  far- 
fetched? 

Mr.  Fink. 

Mr.  Fink.  No,  it  does  not  seem  far-fetched  to  me  at  all  if  you  are 
willing  to  add  just  a  little  twist. 
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The  Chairman.  Go  ahead.  I  thought  you  m^ht. 

Mr.  Fine.  The  little  twist  is  that  right  now  the  way  the  bill  is 
written  the  practice  will  be  automatically  suspended  unless  the  ex- 
changes can  demonstrate  under  standards  that  are  not  entirely 
easily  defined,  that  they  ought  to  retain  the  practice. 

I  uiink  the  view  of  COMEX  is  that,  yes,  we  are  willing  to  lose  the 
practice,  as  I  indicated  in  both  the  oral  eind  written  testimonies,  if 
the  CFTC  demonstrates  beyond  doubt  that  we  have  failed  to  install 
the  mechanisms  that  are  necessary  to  discover  any  abusers  of  the 
practice. 

If  we  fail  to  do  that,  then  we  are  willing  to  give  up  the  practice. 
But  we  feel  very  strong  that  given  the  importfuice  of  the  practice 
and  ^ven  the  likely  difficulties  that  are  going  to  be  associated  with 
regaining  the  practice,  that  is  getting  permission  to  start  it  agitin, 
we  feel  that  the  burden  of  proof  should  be  on  the  Commission  to 
demonstrate  that  the  exchange  is  at  fault,  rather  than  the  other 
way  around. 

The  Chairman.  Let  me  do  this— and  I  apologize  for  having  to 
leave.  I  am  supposed  to  be  on  the  floor  managing  a  bill  right  now, 
and  somebody  is  filling  in  for  me.  The  matter  arose  long  after  this 
hearing  was  scheduled.  And  we  did  not  weint  to  reschedule  the 
hearing  because  so  many  people  have  taken  time  to  come  here. 

As  you  know,  because  of  what  I  had  to  say  this  morning,  I  have 
spent  a  great  ftmount  of  time  on  this  issue  and  I  have  a  great  deal 
m  interest  in  it.  If  anybody  wants  to  add  to  the  record,  Mr.  Mahl- 
mann,  Mr.  Melamed,  Mr.  Guttman,  or  Mr.  Fink,  please  do.  I  read 
very  closely  what  you  have  to  say  on  this.  I  think  your  views  are 
crucial  to  the  l^ialation  before  us. 

Chairman  Mahlmeinn,  at  a  Chicago  luncheon  speech  last  week 
you  criticized  parts  of  the  bill  etffecting  brokerage  firms.  I  hasten  to 
Eidd  that  it  is  certainly  your  right  to  critici2e.  One  of  the  reasons 
we  sent  this  l^islation  out  to  everybody  ahead  of  time  was  so  that, 
if  you  had  criticisms,  you  would  feel  free  to  make  them.  I  do  not 
kill  the  messenger  around  here — not  always. 

You  concluded  by  saying  that,  "if  we  as  an  industry  do  not  get 
involved  in  the  Senate," — I  guess  presumably  to  fight  the  biU — 
"three  years  from  now  this  FIA  expo  might  well  be  held  outside 
the  United  States." 

Well,  I  would  wager  that  Congress  will  adopt  stroi^  reform  legis- 
lation, emd  that  3  years  from  now,  instead  of  the  expo  being  held 
outside  of  the  United  States,  the  futures  industry,  including  retail 
brokerage  firms,  will  be  stronger  than  ever,  a  great  deal  more  cred- 
ible, and  that  the  expo  that  year  in  Chicago  will  draw  its  biggest 
crowd  ever. 

Do  you  want  to  make  a  bet  on  that? 

Mr.  Mahlhann.  Second  the  motion. 

The  Chairman.  Does  anybody  want  to  add  anything  on  this? 

Mr.  Meleuned. 

Mr.  Melamed.  I  have  no  desire  to  bet  ag£iinst  the  Senator.  How- 
ever, I  must  tell  you  that  I  watched  the  Euro-bond  market  that  was 
created  in  the  United  States,  through  the  genius  of  the  private 
sector,  leave  the  United  States  because  of  rules  that  were  passed  by 
the  Congress  at  that  time.  The  Euro-bond  no  longer  is  a  viable  in- 
strument of  trade  in  the  United  States,  but  is  ^aded  worldwide. 
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primarily  out  of  London,  and  gives  that  city  a  great  deal  of  eco- 
nomic activity.  This  is  an  example  of  a  market  we  invented  and 
had  here  sometime  back. 

Ilie  possibility  of  that  kind  of  thing  happening  is  not  an  illusion. 

The  Chaiiuun.  I  understand.  Mr.  Melamed,  I  hold  you  in  high 
r^ard  and  I  have  paid  a  great  deal  of  attention  to  virtually  every- 
thing you  have  written  since  I  have  been  in  the  Senate  on  these 
issues.  I  have  read  them  all,  all  that  I  have  seen.  You  certainly  are 
one  who  has  done  a  great  deal  of  innovation  in  these  markets. 

I  emphasize  what  I  said  this  morning.  I  want  these  commodity 
markets  to  remain  in  the  United  States.  I  think  they  are  a  unique 
part  of  our  mercantile  history.  I  want  very  much  for  us  to  have  the 
room  to  innovate  as  markets  change  and  as  technology  changes.  I 
do  not  want  to  see  one  more  thing  go  to  Japan,  Singapore,  Europe, 
or  anywhere  else  that  is  so  uniquely  and  importantly  American. 

But  I  also  do  not  want  to  see  these  markets  whither  because  of 
lack  of  credibility  and  lack  of  confidence  from  the  American 
people.  I  do  not  expect  that  you  or  Mr.  Mahlmann,  Mr.  Guttman  or 
Mr.  Fink,  want  to  see  that  either. 

We  will  try  to  pass  legislation  to  make  sure  that  confidence  is 
justifiably  maintained.  But  you  also  will  have  to  be  willii^  to  inno- 
vate, and  use  the  technology  that  has  made  these  markets  strong.  I 
think  that  we  can  do  that 

With  tJiat,  I  would  yield  to  Senator  Boschwitz. 

Mr.  Melamed.  Senator,  thank  you.  And  I  might  say  that  in 
terms  of  the  philosophy  of  what  you  said  about  dual  trading,  I  ceiv 
tainly  have  no  disagreement  with  you. 

Senator  BoscHwrrz.  Mr.  Mahlmann,  did  you  want  to 

Mr.  Mahlmann.  I  just  wanted  to  explain  to  the  chairman  of  why 
I  seconded  the  motion.  Because  I  am  very  confident — or  hopeful 
first  and  confident  second — that  on  the  few  eunendments  which  the 
Senator  talked  about  that  may  occur  between  now  and  the  final 
bUl,  that  we  can  come  to  a  resolution  which  encompasses  the  goal 
of  this  committee,  and  which  is  the  goal  of  our  exchanges,  that  we 
have  fair,  hcmest  markets  wi^  int^rity,  and  that  we  do  keep  them 
here. 

And  1  am  confident  in  the  dialog  that  this  can  be  done.  And  that 
is  why  1  seconded  the  motion. 

Senator  BoscHwrrz.  Let  me  pursue  a  couple  of  avenues  of  ques- 
tioning if  I  may,  the  first  about  dual  trading. 

My  father  for  many  years  was  a,  you  can  call  him,  customere 
man.  Maybe  now  they  would  call  lum  a  registered  representative 
and  stodtbroker.  He  used  to  have  customers,  Euid  he  would  trade 
stocks  for  them  when  they  called,  or  be  would  drum  up  a  little 
business  by  calling  them.  And,  of  course,  he  also  had  his  own 
stodES  and  bonds. 

When  you  talk  about  dual  trading,  Mr.  Melamed,  is  that  what 
you  mean? 

Mr.  Melamed.  Yes. 

Senator  Boschwttz.  So  in  a  sense,  my  father  was  a  dual  trader  in 
that  case  if  he  had  stocks  for  his  own  account  and,  very  oft«i  I  sup- 
pose, he  bought  the  same  stocks  that  he  eidvised  his  customers  to 
buy. 

Mr.  Melamed.  He  was  exactly  that.  He  was  a  dual  trader. 
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Senator  Boschwitz.  And  that  happens,  as  you  point  out,  in  every 
element  of  the  marketplace. 

Mr.  Melamed.  Virtually  every  element.  There  are  jirobably  some 
exclusions,  but  it  is  fill  over  the  world.  It  is  not  just  in  the  United 
States. 

Senator  Boschwitz.  I  used  to  buy  plywood,  a  great  deal  of  ply- 
wood and  lumber.  And  some  of  the  people,  some  of  these  lumber 
jockeys,  that  we  used  to  deal  with  would  buy  for  their  own  account 
and  hope  the  market  went  up  perhaps  using — well,  eventually  we 
i^  a  futures  market.  But  I  would  buy  from  them.  And  they,  too, 
then  would  constitute  a  dual  trader  I  suppose? 

Mr.  Melamed.  I  suspect  so. 

Senator  BoscHwrrz.  I  must  tell  you,  if  I  think  back  on  those 
days,  I  have  not  considered  them  from  the  standpoint  of  that  term 
of  dual  trader.  So  everybody  in  our  treide  imderstood  that  people 
were  buying  and  selling.  And  they  used  to  buy  these  cords  of 
lumber  and  then  send  them  by  way  of  the  Southwest  so  they  would 
take  weeks  and  weeks  waiting  for  the  market  to  go  up. 

I  suppose  that  too  constitutes  dual  trading.  Is  that  correct? 

Mr.  Melamed.  That  is  correct. 

Senator  BoscHwrrz.  And  what  a  dual  trade  is  is  that  somebody  is 
trading  for  his  own  account  on  the  floor  and  trading  for  others  as 
well? 

Mr.  Melamed.  That  is  correct. 

Senator  Boschwitz.  And  the  difficulties  that  have  arisen  with 
the  indictments  and  so  forth,  there  was  not  an  involvement  of  dual 

MtTmelamed.  Well,  from  what  we  can  see,  it  was  not  to  a  very 
large  extent.  Now,  we  Eire  not  privileged  to  see  all  the  information 
held  by  the  U.S.  attorney.  But  our  understanding  is  that  most  of 
the  wrongdoings  were  not  eis  a  result  of  dual  treiding.  And  unless 
we  are  wrong,  that  is  the  impression  we  have. 

Senator  BoscHwrrz.  I  gather  from  the  statute  that  dual  trading 
is  not  done  away  with.  Is  that  right?  I  gather  from  the  bill  that  is 
before  us  that  dual  trading  is  not  done  away  with,  though  it  is 
within  the  jurisdiction  or  within  the  purview  of  the  CFTC  to  do 
away  with  it.  That  you  now  are  entitled  to  do  it  and  you  will  now 
be  subjected  to  a  burden  of  proof,  and  that  may  indeed  do  away 
with  it. 

And  I  suppose  that  is  what  you  object  to? 

Mr.  Melamed.  Well,  to  the  extent  that  the  bill  is  written  as  Mr. 
Fink  describes,  the  burden  of  proof  is  perhaps  on  the  wrong  side. 
Philosophically,  I  do  not  have  an  objection  to  asking  us  to  UJFt  the 
standard  to  a  point  of  satisfaction  such  that  we  CEin  ensure  there 
are  no  violations  as  a  result  of  duEil  tradii^,  or  that  those  viola- 
tions that  ought  to  be  detected  ceid  be  detected. 

Philosophically  we  do  not  have  a  problem  with  creating  a  stand- 
ard. The  question  is  what  standard?  How  would  it  be  monitored? 
Those  are  the  issues  where  we  disagree. 

Senator  Boschwtfz.  I  gather  that  my  friend  from  the  Minneapo- 
lis Grain  Exchange  will  later  say  that  their  exchange  will  be  very 
substantially  impacted,  eis  Mr.  Guttnum  hEis  suggested.  His  ex- 
change is  smaller  than  yours.  In  the  event  that  dual  trading  is  not 
in  that  small  exchange. 


cibv  Google 


le  that  correct,  Mr.  Guttman? 

Mr.  Guttman.  That  is  correct.  Senator. 

Senator  Boschwttz.  Let  me  also  ask  a  little  bit  about  the  open 
outcry.  Senator  Lugar  and  I  spoke  about  that  during  the  lunch 
hour.  We  were  interested  in  the  argument  that  you  make,  that  the 
open  outcry  is  faster  than  the  computer. 

I  tried  to  structure  in  my  own  mind  how  the  trade  takes  place, 
blinking  more  of  the  New  York  Stock  Exchange,  where  I  have 
been  many  times  because  my  dad  worked  right  across  the  street. 
But  somebody  calls  in  and  places  an  order  to  a  broker,  and  a 
broker  calls  uie  floor  people,  or  a  broker  sometimes  calls  his  own 
people  who  in  turn  caU  the  floor  people.  The  floor  guy  is  standing 
at  one  of  the  phones  will  signal  somebody  out  at  a  horseshoe,  or 
the  pit  in  this  case,  and  the  treuisaction  will  occur.  And  that  would 
be  slowed. 

Is  that  approximately  the  way  a  transaction  occurs?  Why  is  the 
open  outciy  faster  recording  the  transaction  at  each  step  of  the 
way? 

Mr.  Mahlmann.  Senator,  I  would  like  to  answer  that.  And  I 
would  like  to  use  a  primary  government  dealer  that  is  bidding  the 
U.S.  Government  at  auction  time  for  ita  debt.  And  the  dealer  is  in 
contact,  for  instance,  with  the  phone  man  of  his  own  compiiny  on 
the  Board  of  Trading  floor.  He  buys,  let  us  say,  $100,000  worth  of 
debt  f^m  the  government  or  100  contracts  representing  $10  mil- 
lion worth  of  debt.  He  tells  his  phone  clerk  to  sell  100  contracts  in 
the  futures  pit  on  the  phone.  That  futures  clerk  at  the  desk  flashes 
into  the  trading  pit  to  sell  contracts 

Senator  Bosctwitz.  What  is  a  flash?  A  hand  signal? 

Mr.  Mahlmann.  A  hand  signal.  A  broker  receives  that  hand 
signal  that  his  customer,  meaning  that  broker  which  is  in  turn  a 
primary  government  dealer  also,  wfmts  to  sell  100  government  con- 
tracts. He  executes  that  100  contracts,  reports  it  back  to  that  phone 
clerk  of  the  primary  government  deciler,  who  in  turn  reports  it  is 
back  to  the  guy  that  is  peulricipating  in  the  auction. 

A  time  and  motion  study  that  we  have  taken  at  the  Board  of 
Trade  narrows  that  whole  sequence  of  events  down  to  8  seconds, 
the  giving  of  the  order  to  the  floor  clerk  to  the  pit  to  the  execution 
and  Dack. 

Now,  within  the  audit  trzul  requirement,  which  exchfmges  are  to 
meet,  in  order  on  one  side  to  also  preserve  dual  tniding,  are  four 
separate  time  stamping  requirements  that  have  to  occur  independ- 
ently, meaning  not  by  the  party  that  is  making  the  trade,  nor  by 
the  party  that  is  sending  the  order. 

Time  stamp  No.  1  would  be  required  on  receipt  of  the  order  on 
the  floor;  time  stamp  No.  2,  receipt  of  the  order  by  the  broker  in 
the  pit;  time  stamp  No.  3,  execution  of  the  order  in  the  pit;  time 
stamp  No.  4,  the  order  returning  back  to  the  desk. 

All  of  these  time  stamps  have  to  occur  independently  of  the 
party  participating  either  in  the  treide  or  in  the  receipt  of  the 
order.  That  independence  requirement  is  an  imattainaole  audit 
trail  requirement,  I  submit  to  you. 

Senator  BoscHwrrz.  What  is  done  presently?  I  gather  as  you  go 
down  to  the  exchange  you  see  the  trader  with  the  card,  and  he 
marks  it  down,  and  then  he  goes  emd  has  it  stfunped.  You  now 
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have  something  like  a  time  clock  around  the  pits  I  gather.  I  am  not 
sure  if  that  is  yours  or 

Mr.  Melamed.  It  is  correct.  Presently,  the  order  is  submitted  by 
telephone  to  the  flash  clerk  who  writes  it  down.  He  automatically 
time  stamps  the  order  at  that  point.  Then  he  flashes  it.  And  then 
when  it  is  flashed  back  to  him  as  having  been  completed,  he  ag£un 
time  records  it  to  establish  when  it  v/aa  executed  and  received 
back.  So  you  have,  in  fact,  the  two  critical  times — the  in  and  out  in 
the  time  sequence. 

Senator  Conrad  [presiding].  Senator  if  we  might  follow  the 
lights.  Otherwise,  we  are  going  to 

Senator  Boschwitz.  Oh,  I  am  sorry.  I  did  not  realize  the  lights 
were  on. 

Before  I  conclude,  if  I  mav,  what  is  presently  done  and  what  will 
this  bill  require  be  done  beyond  what  is  presently  done?  Do  I 
gather  from  Mr.  Mahlmann's  response  that  now  the  receiving  clerk 
at  the  phone,  he  records  it  in  and  out?  But  it  is  also  recorded  in 
and  out  on  the  floor,  is  it  not? 

Mr.  Mahlmann.  Senator,  the  time  stamp  is  being  prepared 
today.  There  is  a  recordation  of  the  order  coming  in.  There  is  a 
time  stamp  of  the  order  going  out.  There  is  a  time  assignment 
within  the  pit  of  when  the  trade  is  made. 

The  concern  is  the  word  "independence,"  meaning  independent 
of  the  party  making  the  trade  or  independent  of  the  peu^iy  sending 
or  receiving  the  order.  That  is  the  concern. 

Senator  Boschwitz.  Thank  you,  Mr.  QiEurman.  I  am  sorry  I  did 
not  see  the  light. 

Senator  Conrad.  Senator  Gorton. 

Senator  GkiRTON.  The  two  gentlemen  that  were  here  this  morn- 
ing, what  I  would  like  to  do  is  give  each  of  you,  if  you  wish,  Ein 
opportunity  to  persuade  me  why  it  is  incorrect  to  take  the  position 
that  we  should  simply  abolish  the  CPTC  and  transfer  its  functions 
and  budget  to  the  SEC  and  have  one  regulatory  body. 

Mr.  Mahlmann.  Senator,  I  will  start  us  off. 

The  SEC  and  the  CFTC  regulate  totally  different  products  and 
totally  different  functions.  The  SEC  regmates  a  capital  formation 
environment. 

The  CFTC  regulates  a  risk  transfer  environment.  Futures  con- 
tracts are  a  totally  price  discovery  and  risk  transfer  instrument 
that  are  being  substituted  for  the  actual  cash  position  for  an  inter- 
im period  of  time.  They  are  not  like  stocks.  They  are  not  Uke 
bonds.  They  do  not  raise  equity,  as  the  other  part  of  the  world  does. 

And  we  strongly  believe  that  markets,  as  they  have  been  under 
this  committee's  jurisdiction  and  under  the  House  Agriculture 
Committee's  jurisdiction,  should  be  regulated  by  function. 

Mr.  Melamed.  Senator  Gorton,  the  longer  I  am  here,  the  more  I 
question  myself  about  these  issues.  I  must  say  that  I  think  implicit 
in  your  question  is  the  other  question  of  whether  the  CFTC  has 
done  as  good  a  job  as  say  the  SEC  would  do  on  some  of  these  issues. 
I  think  fiat's  what  you  really  are  asking. 

And  I  must  say  to  you  that  I  think  the  CFTC  is  getting  a  bad 
rap.  Because  much  that  the  futures  industry  has,  it  has  created  in 
r     onse  to  CFTC  demands  that  presently  do  not  exist  in  the  SEC 

vironment.  The  audit  trail  we  have,  for  instance,  is  a  very  fine 
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example  of  this.  The  futures  markets  can  reconstruct  by  the  next 
morning  the  entire  treiding  day  of  the  day  before;  for  exemiple,  who 
traded  with  whom,  how  much,  within  a  very  small  firaction  of 
when,  and  the  money  flows  between  those  parties.  This  information 
18  reconstructed  for  us  to  submit  and  to  give  to  the  world  tiie  com- 
plete record. 

Now,  I  daresay  that  nowhere  but  in  the  futures  industry  exists 
aa  audit  trail  to  the  level  of  sophistication  that  we  have  created. 
And,  it  is  to  the  credit  of  the  CFTC  that  we  have  achieved  it.  TTiat 
is  only  one  example,  and  we  could  talk  about  others. 

I  clearly  believe  that  the  CFTC  has  done  a  fairly  good  job  in 
pushing  us  into  directions  which  other  agencies  have  simply  not 
yet  taken. 

Senator  Gorton.  You  did  get  half  of  my  question.  The  other  half 
of  the  question  is  whether  or  not,  in  spite  of  this  difference  of  func- 
tions, the  doUars  that  are  involved  in  those  functions  are  very 
readily  transferable?  The  other  half  of  the  question  is  that  if  you 
have  two  different  r^ulatory  agencies,  they  are  going  to  espouse 
two  different  philosophies,  even  if  they  are  both  quite  efUcient. 

And  the  opportunity  for  making  money  legitimately  or  ill^t- 
imately,  and  the  inevitable  gaps  between  those  two  regulatory  phi- 
losophies seem  to  me  to  be  impossible  to  cover  even  if  both  agencies 
are  efi^cient  and  effective.  They  are  simply  going  to  take  a  dUfer- 
ent  approach. 

Mr.  Melamed.  Clearly  there  are  philosophical  differences.  I  must 
tell  you,  however,  that  the  experts  at  the  SEC,  certainly  at  the 
CFTC,  £18  well  as  those  in  the  industry,  have  recognized  that  the 
functional  differences  between  these  two  markets  deserve  separate 
r^ulators,  and  that  separate  regulators  have  a  beneficial  effect  be- 
cause there  is  a  resultii^  competitive  quality  serving  the 
nuu'ketplace. 

I  must  say  that  I  recall  SEC  Commissioner  Fleischman's  remarks 
with  respect  to  that.  He  wholly  supported  the  idea  of  a  separation 
between  these  two  agencies.  I  recall  that  Federal  Reserve  Chair- 
man Greenspem  did  not  feel  the  need  to  combine  the  two  agencies. 
I  bow  to  that  kind  of  expertise,  as  well  as  the  expertise  within  the 
industry. 

Senator  Gorton.  Well  said.  Do  either  of  the  others  wish  to 
comment? 

Mr.  GuTTMAN.  Well,  Senator,  just  to  follow  up,  our  business  is  a 
business  of  specialized  products,  innovation  and  the  creation  of  new 
instruments,  economic  research,  to  come  up  with  veuious  different 
preducts,  needs  the  attention  of  a  regulator  that  is  weU  versed  in 
the  entire  avenues  of  our  business. 

We  have  different  margin  eystema.  Our  margin  system  is  seune- 
day  settlement,  overnight  settlements.  The  SEC  is  a  7-day  settle- 
ment mechanisms,  which  is  completely  different  than  that  of  our 
industry-  Our  1-day  settlement  maintains  the  flow  and  int^rity  of 
the  trading  process  above  and  beyond  what  other  industries  are 
held  to. 

There  are  many  different  exchanges  in  the  United  States,  fu- 
tures exchfuiges,  that  need  the  attention  of  a  regulator  for  each 
particular  exchange  to  make  sure  that  the  coonUnation  amo 


.bv  Google 


436 

themselves  vis-a-vis  the  CEA  Act  to  maintain  the  highest  of 
integrity. 

As  you  did  indicate,  yes,  it  is  the  same  dollar  that  flows.  But 
every  industry  in  the  United  States  is  driven  by  the  dollar.  That 
being  the  case,  we  are  distinct,  we  are  separate.  Over  the  last  few 
yefu^,  we  have  experienced  explosive  growth  and  rapid  growth  in 
the  industry.  And  along  with  our  growth  comes  certain  amount  of 
growing  pains. 

I  tun  very  confident  that  the  CFTC,  given  the  additioneJ  budget- 
£iiy  allotments  that  this  Congress  is  willing  to  do,  will  do  a  very 
effective  job,  as  the  SEC  is  renowned  for.  And  3  years  from  now, 
hopefully,  we  will  not  have  to  sit  here  under  these  particular  condi- 
tions. But  if  we  do,  I  think  you  will  all  be  pleasantly  surprised 
about  the  job  the  CFTC  will  come  in  with. 

Mr.  Fink.  Senator,  the  futures  markets  have  a  number  of  unique 
characteristics,  characteristics  that  are  not  shared  necessarily  by 
those  markets  that  are  under  the  supervision  of  the  Security  and 
Exchai^e  Commission.  They  are  conceptuEilly  different  instru- 
ments from  those  that  are  watched  by  the  SEC.  Their  products  are 
not  homogeneous  in  the  way  that  stocks  tend  to  be  homc^eneous. 
The  methods  of  trading  are  different  from  the  way  stcK^  are 
traded.  And  their  method  of  settlement  are  different  from  the  way 
securities  tend  to  be  settled. 

In  addition,  they  have  a  whole,  unique  array  and  constellation  of 
factors  such  as  internationalization,  the  effects  of  technolc^y  in 
their  treiding  methods  that  call  for  an  independent  and  special 
agency  to  direct  its  exclusive  attention  to  the  problems  and  issues 
at  stake  in  the  industry. 

I  guess  the  bottom  line  is  that  if  there  is  something  wrong  with 
the  CFTC  that  makes  Congress  dissatisfied,  that  we  oi^ht  to  try  to 
fix  it,  but  not  throw  it  away. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Senator  Conrad.  If  I  might  just  ask  a  series  of  questions  here.  I 
would  like  to  make  sure  that  I  am  getting  the  message  that  you 
are  sending  correctly  on  some  of  the  high-profile  issues  that  are 
before  us. 

First  of  all,  I  think  everybody  seems  to  be  in  a^^reement  that 
audit  trail  is  the  critical  thing  we  need  to  focus  on.  That  is  what 
needs  to  be  fixed,  that  is  the  problem.  The  message  I  am  hearing 
frcnn  you  is  that  do  not  mandate  something  that  we  do  not  know 
for  sure  we  can  produce  in  terms  of  a  3-year  timetable.  That  would 
be  the  first  message  I  am  getting. 

The  second  messfige  I  am  getting  is  on  open  outcry,  that  to  re- 
quire that  we  move  to  something  other  than  open  outcry  would 
have  a  serious  negative  effect  on  the  competitiveness  of  our  mar- 
kets, the  efficient  of  our  markets,  and  that  the  way  to  solve  the 
problems  that  we  nave  are  through  the  audit  trail. 

A  third  thing  I  am  hearing  is  dual  trading,  that  that  really  is  not 
the  problem.  There  is  certainly  room  for  abuse  there,  but  it  is  also, 
what  I  hear  you  saying,  that  that  has  not  been  the  focus  of  the 
problem  and  that  in  fact  with  a  strong  audit  trail  it  will  be  easy  to 
pick  up  those  who  would  abuse  dual  trading.  That  would  be  the 
*hird  message  I  hear. 
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The  fourth  message  I  hear  is  the  small  excheinges  have  a  very 
difEicult  problem  if  we  start  doing  something  on  dual  trading,  and 
also  they  have  a  serious  economic  problem  with  coming  up  with  an 
electronic  method  to  improve  audit  trails  since,  as  I  understand  it, 
you  all  are  investing  $5  million  in  Chicago.  That  is  the  entire 
budget  of  the  Minneapolis  Exchange.  That  would  be  the  fourth 
issue. 

The  fifth  issue  would  be  fees.  What  I  have  heeu'd,  if  I  am  hearing 
correctly,  is  that  the  fees  are  very  unclear.  It  leaves  it  pretty  wide 
open  for  CFTC  determination  on  what  we  would  do  with  fees. 

Could  I  just  get  a  reaction.  Am  I  hearing  correctly  the  major 
messages  that  you  are  sending? 

Mr.  Mahlmann.  Yes,  sir,  you  are. 

Senator  Conrad.  Would  you  alter  any  of  those  that  I  have  out- 
lined in  terms  of  my  understanding  of  your  positions  on  those 
issues? 

Mr.  Mahlmann.  Senator,  I  think  you  heard  them  loud  and  clear. 
And  I  could  not  enumerate  them  any  better  than  you  did. 

Mr.  Melamed.  I  would  concur  with  that. 

Senator  Conrad.  And  bo  it  seems  to  leave  me  with  the  conclusion 
everybody  would  focus  on  audit  trail.  That  is  really  the  critical 
thing  that  we  £ux;omplish  here.  How  we  do  that  is  subject  to  discus- 
sion aa  we  go  along  so  we  do  not  throw  the  baby  out  with  the 
bathwater. 

Well,  let  me  then  go  back  to  an  issue  that  I  raised  this  morning 
with  the  Chairman  of  the  CFTC.  Because  I  think  you  all  deserve  a 
chance  to  make  clear  your  position  on  this  matter. 

I  asked  this  morning  on  the  46  people  who  had  been  indicted, 
whether  or  not  SLoy  of  those  were  still  trading.  I  was  informed  by 
the  Chsiirperson  that  to  her  knowledge  some  17  were  still  trading, 
II  were  trading  for  accounts  other  thsm  their  own.  That  was  my 
understanding  of  her  testimony.  And  I  went  through  it  with  her 
several  times.  That  was  my  underatanding  of  what  she  was  saying. 
Is  that  correct? 

Mr.  Melamed.  Senator  Conrad,  I  would  like  to  respond  since  I 
was  sitting  in  the  room  at  the  time  that  intercheuige  occurred.  I 
have  checked  our  records  and  would  like  to  make  several  things 
clear  for  the  record. 

At  the  CME  there  were  24  indictments  out  of  the  2,700  members 
we  have.  Six  of  those  24  pleaded  guilty  to  one  thing  or  another. 
Those  traders  were  automatically  removed  from  all  trading  activity 
by  virtue  of  the  plea  of  guilty. 

I  had  conversations  with  the  Chairman  of  the  CPTC,  the  chair- 
mem  of  the  Chicago  Board  of  Trade,  with  independent  legal  counsel 
of  note,  and  with  our  outside  counsel,  Mr.  Salznum,  to  determine 
what  we  should  do  in  such  a  situation.  We  rect^nized,  as  you  did, 
the  sensitivity  of  this  situation;  that  our  decision  would  send  cer- 
tain messages.  We  asked  what  we  should  do;  what  can  we  do;  what 
does  the  law  allow  us  to  do? 

And  it  was  determined  that  by  virtue  of  the  constitutional  pre- 
cepts in  tjus  country,  we  could  not  do  anythii^  under  our  rules  or 
under  CFTC  rules  that  would  violate  the  constitutional  rights  of 
these  people  who,  while  indicted,  are  still  innocent  until  they  have 
been  proven  guilty. 
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So  what  we  Eigreed  to  do,  was  to  advise  all  of  these  other  18 
members  who  we  are  asking  to  please  remove  themselves  from 
order-filling  for  customers.  That  we  could  understand  them  trading 
for  their  own  accounts,  because  they  have  not  been  proven  guilty  of 
anything;  but  that  we  are  asking  for  the  sake  of  the  system,  for  the 
sake  of  good  sensibility,  that  they  not  Rll  any  customer  business. 

Now,  of  those  18,  all  but  3  agreed.  And  only  three  are  presently 
filling  orders.  In  those  cases,  we  have  instituted  the  following:  First 
of  all,  those  three  are  filling  orders  for  firms  who  are  conscious  of 
it  find  have  agreed  that  they  do  not  mind.  Secondly,  we  monitor 
their  activity  on  a  daily  basis  in  order  to  make  certeun  beyond  any 
doubt  about  what  exactly  they  are  doing  on  the  floor  since  they 
have  not  volunteered  to  give  up  their  business. 

Now,  those  are  the  clear  facts  of  the  situation  for  the  Chicago 
Mercantile  Exchange. 

Senator  Conrad.  Mr.  Mahlmann,  if  it  is  all  right  with  my  col- 
leagues, we  will  give  him  a  chance  to  answer  this. 

Mr.  Mahlmann.  Senator,  we  had  22  indictees  on  the  Chicago 
Board  of  Trade.  I  believe  four  of  them — I  do  not  have  the  exact 
figure  with  me.  I  believe  four  of  them  have  plead  guilty.  By  virtue 
of  the  pleading  guilty,  they  have  been  barred  from  the  exchange. 
The  remaining  18  under  the  preamble  you  are  innocent  until 
proven  guilty,  do  have  the  right  to  access  the  trading  floor.  I  think 
approximately  10  have  exercised  that  right. 

We  have  requested  cmy  1  of  the  18  not  to  exercise  or  to  execute 
pubhc  customer  orders.  All  of  them  have  acceded  to  that  request. 
And  we  do  periodically  check  that  they  do  not.  But  it  was  done  at 
the  request  at  the  exchange,  not  by  law,  or  not  by  regulation  of  the 
exchange.  Because  the  individual  is  presumed  innocent  until 
proven  guilty. 

Senator  Conrad.  I  have  exceeded  my  time. 

Senator  Fowler. 

Senator  Fowler.  Thank  you,  Senator  Conrad. 

Going  back,  Mr.  Mahlmann,  to  the  four  or  Ave  points  that  Sena- 
tor Conreid  asked  you  and  all  the  panel  about,  I  think  I  am  para- 
phrasing— I  will  let  him  speak  for  himself,  but  I  was  trying  to 
listen  to  this.  And  I  think  his  first  point  was  that  the  concern  in 
the  legislation,  be  it  the  House  or  the  Senate,  that  we  do  mcmdate 
what  you  technologically  cannot  produce  within  the  timeframe. 
And  you  agreed  that  that  was  a  concern.  That  was  your  message. 

Let  me  ask  you  speciflcally.  Under  the  Senate  proposal,  can  you 
do  it?  And  this  is  for  the  whole  pemel.  Do  you  see  the  language  in 
the  current  bill  as  a  performance  standard  or  a  design  standard? 

Mr.  Mahlmann.  Senator,  within  the  audit  trail  requirements  of 
the  bill  are  some  sections  that  if  they  remain  as  is  without  amend- 
ments, that  would  lead  to  a  computerized  market  unless  a  couple  of 
words  are  taken  out.  And  seeing  that  Senator  Leahy  in  his  re- 
marks said  we  are  not  here  to  abolish  the  auction  style  market,  the 
words  that  present  the  bluest  problem  to  us  in  the  audit  trail  are, 
number  one  the  independence  requirement,  somebody  independent- 
ly recording  the  trade,  and  number  two,  the  sequencing  require- 

jnts  for  a  total  exchange. 
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And  I  will  use  as  an  example,  last  Sunday  night  we  had  about 
700  bond  traders  in  the  bond  pit  at  the  Board  of  Trade.  They  could 
have  potentially  all  done  a  trade  at  the  same  second,  meaning  350 
trade  with  350,  and  it  would  have  accomplished  350  tretdes.  'Iliere 
is  no  computer  ^tem  out  there  at  this  time  that  could  have  se- 
quenced those  350  trades  at  the  same  second.  So  that  is  a  mE^or 
problem  within  the  bill. 

The  bill  then  has  requirements  that  it  be  done  within  3  years. 
What  we  would  strongly  support,  that  there  be  a  self-executing  ex- 
tension within  the  bill.  If  it  cannot  be  done,  then  it  should  be  based 
on  a  GAO  and  a  CFTC  study  that  it  cannot  be  done.  And  then  that 
deadline,  if  both  of  those  agencies  concur,  then  that  deeidline  be  ex- 
panded, for  technological  reasons  the  audit  trail  standard  cannot 
be  met. 

AH  of  this  rhetoric  does  not  take  anything  away  from  the  ex- 
changes having  full  commitment  to  try  and  meet  uie  standard  in 
the  time. 

Mr.  Melamed.  Senator  Fowler. 

Senator  Fowler.  Yes. 

Mr.  Melamed.  If  I  could  just  state  in  a  brief  fashion  that  the  way 
the  bill  is  presently  working,  it  meindates  standards  that  are  tech- 
nologically not  feasible.  And,  if  we  don't  meet  those  standards,  we 
vfOl  be  fined  $500,000  per  day.  I  assure  you  we  do  not  have  that 
kind  of  money,  and  that  we  cannot  meet  the  standard.  Consequent- 
ly, we  cannot  live  with  the  bill  as  it  is  written  today. 

Now,  it  can  be  adjusted.  And  I  believe  it  will  l>e.  And  I  believe 
there  are  reasonable  standards  that  can  be  achieved.  But  the  se- 
quencing and  the  independent  verification  issue  is  one  that  we  do 
not  have  the  technological  means  to  attain  at  the  present  time. 

Senator  Fowler.  You  are  saying — let  us  be  clear — that  the  tech- 
nology is  not  there?  It  is  not  the  result  of  doing  this  that  disturte 
you? 

Mr.  Melamed.  Well,  that  is  right.  The  technology 

Senator  Fowler.  But  that  you  simply  ccmnot  in  the  time  allotted 
meet  the  standards  of  the  bill  because  the  technol(^y  that  would 
track  this  instantaneous  transactions  in  sequence  is  not  now 
manufactured? 

Mr.  Melamed.  That  is  one  part  of  it. 

Senator  Fowler.  What  is  the  other? 

Mr.  Melamed.  The  second  part  of  it  is  that  in  the  open  outcry 
system,  when  one  clerk  gives  a  broker  £m  order  to  sell  100,  and  the 
broker  sells  to  5  or  10  different  individuals  a  portion  of  the  order, 
he  cannot  sequence  it  to  the  verifiability  required.  It  is  just  simply 
not  humanly  possible  to  be  sure  he  will  not  make  a  mistake. 

And  if  he  does  make  a  mistake,  he  will  be  violating  these  rules 
and  will  have  committed  a  criminal  offense.  We  cannot  place  that 
kind  of  burden  on  an  individual.  He  sold  to  10  or  16  different 
people  a  piece  of  that  order.  He  is  going  to  write  it  all  down.  But  I 
do  not  know  if  it  will  all  be  in  the  exact  sequence  he  did  it.  And 
that  makes  it  a  very  difficult  standard  for  us  to  meet. 

Senator  Fowler.  I  do  not  quite  know  how  to  ask  this  question. 
Did  the  GAO  in  their  investigation  and  report  to  us  address  this 
issue? 
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Mr.  Mahlmann.  Senator,  if  I  may  take  the  liberty,  Mr.  Foeel  of 
the  GAO — and  I  think  this  is  maybe  more  in  a  preee  report,  out  I 
think  it  was  alfio  stated  before  Congress — stated  that  we  should 
look  for  more  precise  audit  trails  I  think  was  his  statement.  And 
he  compared  it  at  the  time  rather  than  look  to  the  ban  of  dual 
trading,  but  he  did  ask  for  more  precise  audit  trails.  I  do  not  know 
that  he  came  up  with  the  phrases  of  the  independent  recordation  of 
a  trade  or  by  the  sequential  for  a  whole  exchzinge. 

Senator  Fowler.  Whose  time  am  I  taking? 

Senator  Conrad.  It  is  the  committee's  time. 

Senator  Fowler.  I  do  not  mind  that. 

Senator  Conrad.  If  we  can  wrap  it  up. 

Senator  Boschwitz.  Why  does  he  not  fmish  his  thoughts.  I  would 
have  more  questions  for  this  panel. 

Senator  Fowler.  I  beg  the  committee's  indulgence  and  the  panel 
for  just  a  moment.  I  weis  just  handed  a  letter  by  the  staff  director 
from  the  Assistant  Comptroller  General  of  the  GAO.  He  said,  and  I 
quote:  "We  testified  and  reported  that  independent,  precise,  and 
complete  timing,  however  achieved,  should  reduce  the  opportunity 
to  commit  certain  floor  trading  abuses  and  to  increase  the  probabil- 
ity that  those  committing  these  abuses  will  be  apprehended." 

My  question — and  I  ask  forgiveness  of  the  panel  if  this  has  been 
discussed  before — is  how  we  make  sure  that  we  are  fill  trying  to 
reach  the  same  goal,  but  we  know  what  is  achievable  within  a  cer- 
tain timeframe.  And  then  how  we  know — we  the  overseers  as  well 
as  the  exchanges — can  know  with  confidence  that  the  precision 
that  we  are  trying  to  r^ulate  under  the  law  is  achieved. 

Is  that  a  matter  of  pertinency?  And  is  that  also  a  matter  of  con- 
cern under  either  version  of  this  regulation? 

Mr.  GuTTHAN.  May  I,  Senator?  As  the  GAO  report  indicated,  the 
catch  words  here  Eire  independent,  complete,  £md  precise.  Not  to 
beat  our  own  chest,  but  New  York  Merc  has  been  found  by  the 
GAO  to  have  the  qualifications  of  independence.  We  do  not  know 
what  "complete"  and  "precise"  actually  entail. 

The  reason  we  went  off  on  this  hand-held  technol<^y  endeavor  is 
hand-held  technology  would  tie  in  beautifully  as  a  front  end  to  the 
rest  of  the  trade  matching  system  which  impacts  the  entire  audit 
trail.  That  does  not  mean  that  we  were  lax  in  seeking  other  alter- 
natives to  comply  with  independent,  complete,  precise. 

We  do  not  ^ow  exactly  what  those  alternatives  are.  They  could 
technically  be  unalterable  trading  cards,  they  could  be  an  indelible 
ink.  There  are  a  few  things  that  we  could  look  at  which  might  have 
anything  to  do  with  hand-held  technology.  Yes,  hand-held  technolo- 
gy is  something  we  should  look  for  because  it  would  be  the  front- 
end  of  an  entire  series  of  interactive  computer  software  that  goes 
right  through  the  chain. 

But  we  cannot  assure  you  that  within  3  years  that  entire  intentc- 
tion  between  the  h£md-held  zmd  the  needs  emd  necessities  for  the 
floor  community  to  key  punch  into  this  unit  will  filter  throu^  and 
not  put  the  entire  audit  trail  into  the  computers  driving  the  audit 
trail  through  the  system  at  risk  if  this  front  end  just  does  not  meet 
the  speed  requirement.  We  are  not  shying  away  from  independent, 
complete,  tmd  precise.  We  just  do  not  know  how  to  achieve  ttiat. 


.,9,iiz..ov  Google 


441 

We  will  look  to  work  with  Congress  and  the  CFTC  and  the  GAO  to 
endeavor  to  accomplish  it. 

So  I  do  not  want  any  mistaken  assumptions  that  we  will  in  the 
next  8  years  just  not  look  at  anything  else  that  might  fulfill  the 
requirements  of  that  effective  audit  trail  that  this  committee  and 
Coi^ress  wishes  us  to  achieve. 

Senator  Conrad.  Senator  Boschwitz — oh,  do  you  have  an  answer 
as  well? 

Mr.  Fink.  I  just  have  a  brief  additional  thought. 

Senator,  when  we  asked  you  for  leniency  on  this  3-year 
timetable,  it  is  not  that  we  are  asking  you  to  just  sort  of  openly 
trust  ub.  Senator  Kerrey  referred  earlier  in  the  day  to  the  whole 
notion  of  accountability.  We  want  to  be  held  accountable. 

And  I  think  the  suggestion  of  the  chairman  of  the  Board  of 
Trade  that  a  series  of  accountability  systems  be  set  up  such  that 
the  CFTC  and  the  GAO  can  routinely  and  regularly  check  on  our 
prepress  that  matches  both  our  ability  to  meet  the  standards  as 
well  as  our  ability  to  keep  up  with  the  technology,  and  when  we 
fail  those  tests,  to  be  punished  as  we  ought  to  be  punished,  is  the 
way  that  we  want  to  go. 

That  I  think  is  the  way  to  achieve  the  best  results,  both  in  terms 
of  the.  meeting  of  the  standards,  as  well  as  making  the  maximtun 
use  of  whatever  technology  emerges  during  this  whole  process. 

Senator  Fowlem.  Well,  that  is  helpful.  And  I  thank  the  peinel.  I 
have  some  other  questions,  but  I  will  be  glad  to — no,  no,  I  will  wait. 

Senator  BoscHwrrz.  Well,  Senator  Gorton  has  said  if  I  am  going 
to  ask  a  bunch  more  questions,  you  will  not  wsdt  for  the  next 
panel.  So  I  do  not  want  to  dissuade  any  of  my  colleagues.  But  I 
think  that  we  are  pursuing  the  right  course  of  questions. 

Let  me  pursue  it  also  from  the  standpoint  of  cost,  and  also  from 
the  standpoint  of  how  other  types  of  similar  type  transactions  are 
regulated  if  there  are  similar  transactions.  Are  Uiere  other  types  of 
transactions  in  the  trade?  Because  I  think  the  type  of  trsmsactions 
I  used  to  make  would  not  make  much  of  a  comparison  with  these 
transactions.  But  are  there  other  types  of  similar  transactions  that 
are  r^ulated  in  different  ways  now  in  the  United  States?  Or  are 
there  no  other  similar  type  of  transactions  to  these  futures  transac- 
tions, they  stand  by  themselves? 

Mr.  Mahlmann,  Senator,  I  would  make  one  comment.  In  no  fi- 
nancial service  within  the  United  States  is  an  audit  trail  equal  to 
the  one  that  was  established  through  the  legislation  of  this  commit- 
tee in  1986  and  has  been  developed  since  then. 

Most  evident  in  the  testimony  that  Commissioner  Hineman  was 
able  to  give  subsequent  to  the  October  market  crash  where  he, 
within  4  weeks  of  the  October  1987  crash,  was  able  to  tell  this 
panel  who  did  what  with  whom  at  what  time  and  in  what  amount. 

That  was  not  available  from  any  other  industry.  And  it  is  the 
credit  of  this  committee  that  made  it  happen  in  1986,  and  it  was 
developed  over  that  time  period. 

Senator  Boschwitz.  I  presume  that  not  only  are  you  concerned 
about  whether  or  not  the  technology  can  be  developed  to  conform 
with  this  bill  within  a  3-year  period,  but  you  must  also  be  con- 
cerned with  the  cost. 
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I  wonder  if  some  of  you  would  comment  what  the  projected  coet 
is.  I  presume  it  is  a  technology  we  do  not  know.  It  is  hard  to  know 
what  the  cost  is.  But  have  you  made  any  projections  on  what  you 
anticipate  the  cost  to  be  and  what  that  wUl  do  to  your  ability  to 
compete? 

Mr.  Melambd.  Senator,  I  would  like  to  respond,  and  perhaps  in  a 
broader  sense.  We  have  already  indicated  that  the  CME  and  CBOT 
are  willing  to  spend  at  least  the  $5  million  combined  to  codevelop 
the  hand-held  AUDIT  B3r8tem.  However,  there  is  a  different  cost 
factor  that  is  implicit  in  all  of  this  that  has  not  been  discussed. 
And  I  would  like  to  raise  its  specter  if  I  could. 

And  that  is  the  cost  factor  to  the  industry  that  some  of  the  provi- 
sions of  this  bill  would  either  inadvertently  or  Eidvertently  place  on 
this  sjrstem  to  make  it  inoperable.  I  speak  of  such  things  as,  for  in- 
stance, the  liability  to  a  firm  for  what  its  broker,  who  is  eui  inde- 
pendent contractor,  does. 

That  is  a  cost  factor,  Senator  Boschwitz,  that  has  not  been  dis- 
cussed. But  I  would  daresay  that  if  we  proceed  with  that  kind  of 
liability  for  a  broker  who  is  em  independent  contractor  hired  by  a 
member  firm — say  Merrill  Lynch — Merrill  Lynch  would  then  be 
liable  for  the  actions  of  the  mdependent  contractor  when  he  vio- 
lates a  rule.  This  would  literally  change  the  face  of  our  system  to 
an  extent  that  I  do  not  know  what  the  fallout  would  be.  And  I  am 
not  even  speaking  about  the  additional  element  of  treble  damages 
to  that  member  firm  in  the  event  that  the  broker  does  something 
in  some  fashion  negligent. 

I  must  say  when  a  member  firm  sends  an  order  to  our  floor,  he 
uses  maybe  10,  20,  30,  50,  sometimes  100  different  brokers  all  at 
the  same  time.  There  is  no  way  the  firm  can  follow  their  footsteps 
and  know  what  they  are  doii^. 

When  they  are  his  employees,  we  grant  you  the  firm  must  be 
liable  for  employees.  But  when  they  are  independent  contractors,  it 
is  quite  difficult  to  assume  that  kind  of  liability.  And  it  is  that  kind 
of  cost  factor  beyond  the  actual  hard,  cold  cash  that  you  are  bring- 
ing to  the  table  that  we  worry  about. 

Senator  Boschwitz.  Well,  as  you  outlined  you  answered  the  ques- 
tion from  a  different  part  of  the  bill,  a  part  of  the  bill  which  did 
not  trouble  me  as  much.  But  it  seemed  to  me  that  if  I  called  my 
broker,  and  my  broker  used  a  fioor  trader,  some  kind  of  agency  re- 
lationship has  to  exist  there.  I  do  not  know  much  about  the  law  of 
^ency,  but  there  is  no  liability  in  that  relationship,  or  there 
should  be  no  liabihty  in  that  relationship. 

Mr.  Melamed.  Well,  he  is  liable  for  execution  of  the  order.  How- 
ever, if  the  customer  ultimately  sues  the  firm  for  some  wrongdoing 
that  the  broker  committed  in  the  process  of  executing  that  order, 
that  is  the  liability  that  we  worry  about.  It  ought  not  go  to  the  firm 
from  the  independent  contractor. 

Senator  BoscHwrrz.  It  would  just  be  to  the  broker. 

Mr.  Melamed.  To  the  broker. 

Senator  Boschwitz.  But  the  customer  has  no  relationship  to  the 
broker. 

Mr.M  \. 

Senator  BoscHwrrz.  It  does? 
-.  Melamed.  Yes. 
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Senator  Boschwitz.  They  have  legeil  standing  to  pursue  those? 

Mr.  Melamed.  Of  course.  In  fact,  each  exchange  has  an  arbitra- 
tion forum  which  provides  the  means  for  the  customer  to  achieve  a 
result  from  that  grievance,  as  well  as  the  court  process. 

Senator  Fowler.  Will  the  Senator  yield  on  that? 

Senator  Bobchwitz.  Surely. 

Senator  Fowler.  Just  explain  to  us  for  the  record,  how  was  that 
relationship  legally  established  before  we  had  the  audit  trail? 

Mr.  Melamed.  Well,  every  broker  who 

Senator  Fowler.  How  did  a  customer  obtain  his  facts  in  order  to 
pursue  a  grievance? 

Mr.  Melamed.  A  customer  would  present  his  grievance  to  the 
firm.  The  firm  knows  which  broker  iills  the  order  and  immediately 
helps  the  customer  in  terms  of  determinii^  whatever  wrongdoing 
cxjcurred. 

Senator  Fowler.  What  court  documentation  of  his  grievance  was 
he  able  to  present? 

Senator  Boschwftz.  The  customer,  the  guy  who  initiated  the 
trade,  the  farmer,  or  whomever. 

Mr.  Melamed.  Well,  the  order  and  the  time  of  sale  is  there.  Even 
before  audit  trail,  that  was  there. 

Senator  Fowler.  Right,  and  what  else?  Anything  else  that  he 
would  present? 

Mr.  Melamed.  Well,  the  actual  rules  of  the  exchange  are  known 
to  the  world,  the  rules  of  the  CFTC,  and  contractual  and  agency 
law  are  eUso  applicable. 

Senator  BoscHwrrz.  Is  there  much  problem  with  this?  Does  this 
happen  often? 

Mr.  Melamed.  It  is  presently  not  the  case.  The  present  liability 
runs  only  to  the  agents  of  the  firm  themselves,  and  that  is  how  it 
should  be.  But  this  bill  would  cheinge  that  requirement.  It  would 
change  the  situation  to  the  extent  that  it  would  make  it  very  very 
difficult  for  our  member  firms  to  do  business. 

Senator  Boschwitz.  This  kind  of  thing,  I  am  told,  does  not  come 
up  very  frequently,  and  that  there  are  only  two  cases. 

Mr.  Melamed.  I  assure  you  there  will  be  more  cases  if  the  law- 
yers are  listening. 

Senator  Boschwitz.  Well,  I  must  tell  you,  I  looked  at  this  bill,  £is 
I  look  at  most  bills,  and  wonder  who  is  going  to  profit  and  I  gather 
that  the  lawyers  will  do  well  under  this  legislation.  I  also  gather 
that  a  futures  commission  merchant  does  not,  or  those  firms  on  the 
floor  do  not  really  have  access  to  CFTC  records  of  discipline,  or 
background  checks;  is  that  correct? 

Mr.  Mahlmann.  To  the  best  of  my  knowledge,  that  is  public  in- 
formation, Senator. 

Senator  Boschwitz.  It  is? 

Mr.  Melamed.  Yes. 

Senator  Boschwitz.  We  began  to  tfdk  about  the  cost  of  establish- 
ing this  audit  trail,  and,  then,  we  got  away  from  that  and  there  are 
other  cost  elements  in  the  bill  you  said  that  had  not  yet  been  dis- 
cussed that  you  wanted  to  discuss,  and  you  did.  But  what  about  the 
cost  of  establishing  the  audit  trail.  Is  this  a  concern  of  yours? 

Mr.  Melamed.  Of  course.  $5  million  is  no  small  sum.  The  smaller 
exchanges,  indeed,  cannot  afford  that  kind  of  money.  We  1         «l- 
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ready  indicated  that  we  are  willing  to  share  the  results  of  our  de- 
velopment with  the  smaller  exchanges.  But,  clearly,  we  do  not  even 
know  to  this  moment  whether  $5  million  is  enough,  and  that  is  not 
to  speak  of  the  other  system  changes  that  will  occur  internally.  We 
are  talking  about  many  millions  of  dollars  that  will  be  spent  and 
will  continue  to  be  spent  as  a  result  of  an  attempt  to  meet  higher 
and  higher  stendards,  which  we  are  willing  to  do.  But  if  those 
standards  put  us  to  a  point  where  they  impeide  our  business  How, 
then  we  wUl  not  have  the  moneys  necessary  to  meet  the  standards. 

Senator  BoscHwrrz.  And  you  feel  that  this  will  impede  the  busi- 
ness flow  by  it  setting  up  some  additional  check  points,  and  you 
simply  will  not  be  able  to  conduct  the  business  as  quickly? 

Mr.  Melahkd.  That  is  correct,  Senator. 

Senator  Conrad.  Senator,  if  I  might?  We  are  now  well  past  the 
red  light.  We  can  continue  the  go-around,  if  you  don't  mind. 

Senator  BoscHwrrz.  Fine.  Fine. 

Senator  Conrad.  I  would  like  to  go  back  to  the  question  of  people 
continuing  to  trade  for  public  account  who  have  been  indicteci. 

Does  tMs  raise  any  concern  in  your  minds  with  assuring  public 
confldence  when  people  who  have  been  indicted  are  still  permitted 
to  trade  for  public  accounts? 

Mr.  Mahumann.  Senator,  eis  I  indicated,  at  the  Board  of  Trade, 
we  have  requested  those  brokers — we  know  there  is  no  rule,  and 
their  personal  rights  are  safeguarded.  We  have  requested  them  not 
to  execute  public  orders,  and  they  have  adhered  to  that. 

Senator  Conrad.  On  the  Mercantile  Exchange  we  have  testimo- 
ny that  there  are  a  number  who,  even  though  they  were  requested 
to  refrain,  have  refused,  and,  in  fact,  are  trading  for  accounts  other 
than  their  own.  Does  that  cause  you  concern  about  assuring  public 
confidence? 

Mr.  Melamed.  Well,  it  causes  us  enoiigh  concern  that  we  have 
special  requirements  for  those  traders.  We  monitor  them  in  a  spe- 
(nal  and  strict  fashion  on  a  daily  basis.  Clearly  we  do  have  concern 
about  the  image  it  projects.  But  I  must  say  to  you  that  you  are 
abuttii^  a  constitutional  requirement  that  we  cannot  do  anything 
about.  So,  in  effect,  we  have  done  everything  we  can  under  the  law, 
and  we  are  prepared  to  do  anything  else  but  only  so  long  as  it  is 
within  the  law. 

Senator  Conrad.  Do  you  have  the  right  to  suspend  members? 

Mr.  Melamed.  Not  without  a  trial.  We  are  proceeding  etgainst 
those  indicted  members  in  independent  inquiries  and  in  parallel 
fashion  with  the  Federal  Government  with  the  knowledge  of  the 
Federal  Government.  In  some  of  the  instances,  we  may  be  a  good 
deal  quicker  in  coming  to  judgment  and  resolving  some  of  taoee 
issues. 

Senator  Conrad.  It  seems  unusual  to  me  that  if  somebody  is  ac- 
cused and  accused  of  wrongdoing  in  the  market  place  that  you  do 
not  have  the  potential  to  suspend  that  member,  that  that  is  not 
part  of  the  rules  of  the  game  when  somebody  signs  up  to  be  a 
trader.  Is  there  emything — have  your  attorneys  told  you  that  there 
is  a  way  to  provide  that  you  would  be  able  to  suspend  traders  if 
you  altered  your  rules  in  some  way? 

r.  ]    BLAMED.  I  can  sav  that,  thus  far,  our  attorneys,  as  well  as 
i(     it  counsel — and  there  may,  of  course,  be  some  l^al  dis- 
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agreement  on  this — have  advised  us  that  if  we  had  such  a  provision 
it  would  be  found  ill^al. 

Senator  Conbad.  It  would  be  found  unconstitutional? 

Mr.  MELAHEn.  That  is  right. 

Senator  Conrad.  Have  you  shared  this  information  with  the 
CFTC? 

Mr.  Melamed.  We  have  had  this  discussion  with  the  CFTC,  sure. 

Senator  Conrad.  I  must  say,  you  are  giving  much  better  answers 
than  we  got  this  morning  m)m  the  Qiairman  of  CFTC  on  this 
question. 

Mr.  Melamed.  Thank  you. 

Senator  Conkad.  I  do  not  see  any  point  in  pursuing  this  further. 
I  must  say  to  you  that  in  terms  of  eissuring  public  conHdence,  it 
would  seem  to  me  that  when  somebody  is  accused  and  is  highly  de- 
pendent on  the  public  trust,  as  are  the  markets,  that  the  right  to 
suspend,  until  the  matter  is  disposed  of,  would  seem  to  me  to  be  an 
important  self-regulatory  right.  I  understand  the  legal  questions  in- 
volved, and  I  do  not  know  if  anything  in  this  legislation  is  going  to 
solve  that,  other  than  to  have  a  tight  audit  trail  so  that  at  least  if 
somebody  is  abusing  the  process  you  discover  it  quickly. 

lioes  ^nator  Boschwitz  have  further  questions  about  that? 

Senator  BoscHwrrz.  No.  I  have  other  questions. 

As  I  think  of  it,  if  one  of  the  Members  of  Congress  is  indicted,  I 
do  not  think  that,  you  know,  he  or  she  is  prevented  from 

Senator  Conead.  Well,  we  have  a  way  of  eliminating  them  from 
a  membership  rather  quickly. 

Senator  Boschwitz.  Well,  here  in  the  Senate  I  would  say  to  my 
friend,  it  took  quite  a  long  time,  the  only  instances  that  I  recall. 

Senator  Conrad.  I  think  we  all  recall  some  instances  over  in  the 
House  where  thii^  moved  very  quickly.  In  fact,  all  it  took  was  the 
disclosure.  We  never  even  got  through  the  process. 

Senator  Boschwitz.  Are  you  returning  the  questioning  to  me? 

I  wanted  to  ask  Mr.  M^mann.  I  notice  that  you  said  285,148 
contracts  were  handled  on  Sunday  evening,  which  is  about  380 
trades  per  member,  because  you  said  700  to  800  members  and  you 
tf^e  750.  Over  what  period  of  time  was  that,  Mr.  Mahlmann? 

Mr.  Mahlmann.  3V^  hours.  Senator. 

Senator  Boschwitz.  3^  hours,  so  that  is  210  minutes,  and  during 
210  minutes  each  traded  at  two  trades  per  minute,  roughly, 
285,000.  So  you  conclude  that  3^  hours  there  were  almost  300,000 
trades  that  you,  perhaps,  would  have,  under  those  circumstances, 
run  into  that  computer  blockage,  computer  tie  up  at  least  with 
present  technology? 

Mr.  Mahlmakn.  Senator,  on  the  opening  there  would  have  been 
a  dramatic  compression  of  many  many  trades,  because  it  was  the 
first  opening  of  a  financial  market  after  the  Friday  stock  market 
breftk,  over  190  points.  Generally,  when  you  have  a  stock  market 
break,  you  have  a  flight  to  the  quality  and  safety  of  the  U.S.  Treas- 
ury instrument.  So  you  have  dramatically  compressed  trading  peri- 
ods in  which  many  many  trades  take  place  at  the  same  second, 
and,  then,  you  go  back  into  lulls.  Yes,  mathematically  you  can 
come  up  wiUi  your  formula.  Whether  that  is  a  market  reflection  is 
a  second  question. 
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Senator  BoeCHWtiz.  In  other  words,  you  say  that  of  these  trades, 
many  were  compressed  into  the  opening  period.  I  understand  tiiat 
the  opening  period  is  customarily  quite  a  compression  of  trade,  if 
that  is  the  right  terminology. 

May  I  ask  Mr.  Melamed  about  GLOBED?  In  my  conversations 
with  some  of  the  other  members  of  this  committee,  as  we  talked 
about  the  open  outcry  system,  some  members  wonder,  you  know, 
that  GLOBBX  seems  to  have  surmounted  the  problems  that  might 
exist  without  the  open  outcry.  Is  there  substantially  less  volume  in 
the  ofT-hours?  Is  that  part  of  the  reason  that  it  can  be  conducted  in 
that  way? 

Mr.  MELAMEn.  That  is  correct.  There  is,  first  of  all,  substantially 
less  volume  presently.  Second  of  all,  the  volume  that  we  are  talk- 
ing about  is  going  to  be  done  through  the  American  night.  You 
cannot  really  continue  an  open  outcry  trading  session  far  into  the 
night.  We  believe  that  in  order  for  GLOBEX  to  succeed — it  is  not 
going  to  be  launched  till  the  early  part  of  next  year — it  will  depend 
on  that  great  viable  system  that  exists  during  our  day,  during  open 
outcry. 

Senator  BoscHwrrz.  I  also  understand  that  there  have  been  some 
efforts  in  other  markets  to  use  computer  trading,  and  it  has  not 
done  well.  Am  I  correct  in  that  understanding? 

Mr.  Melamed.  You  are  correct.  As  a  matter  of  fact,  in  Singapore, 
it  is  the  open  outcry  system,  and  it  is  open  outcry  at  London  Fmian- 
cial  Futures  Exchange  and  at  the  Matif  Exchange  in  Paris.  Now,  to 
the  extent  that  other  exchanges  have  tried  to  use  computer  trading 
alone  without  the  benefit  of  open  outcry,  thus  far,  they  have  not 
yet  been  successful. 

Senator  BoscHwrrz.  Have  there  been  records  of  systems  that 
have  been  tried  and  that  theyhad  to  withdraw  from  Uie  systems? 

Mr.  Melamed.  Well,  the  INTEX  Exchange  in  Bermuda,  a  com- 
puterized exchange,  tried  for  something  like  12  years,  spent  a  great 
deal  of  time  and  a  lot  of  people's  money,  and  did  not  get  anywhere. 

Senator  BoscHwrrz.  You  spoke  earlier,  as  well,  about  the  Euro- 
bond experien^,  that  this  was  a  market  that  we  had  that  we  lost. 
Could  you  describe — I  am  not  familiar  with  that,  and  I  apologize 
for  that.  Would  you  describe  that  experience  cmd,  if  you  can,  com- 
pare it  to  some  of  the  problems  that  might  arise  if  this  bill  were 
imposed? 

Mr.  Melamed.  Well,  the  Euro-bond,  of  course,  is  an  interest  rate 
instrument  that  was  developed  here  in  this  country  because  of  tax 
considerations  at  that  time.  Later,  our  tax  laws  chemged,  and  be- 
cause the  tax  laws  were  much  better  placed  for  that  market  some- 
where else  than  the  United  States,  we  lost  that  market.  Then, 
when  we  found  out  and  corrected  the  thing,  it  was  too  late. 

Senator  BoscHwrrz.  Let  me  ask  questions  about  the  competitive- 
ness with  other  markets.  This  morning,  if  you  were  here,  you  may 
have  heard  me  speak  with  the  Chairman  of  the  CFTC  about  the 
competitive  nature,  and  you,  also,  spoke  about  the  inability  to  get 
GLOBEX  into  Japan. 

Would  you  tell  me  what  you  think  this  bill,  if  enacted  in  its 
I  it  form,  would  do  to  your  competitive  stajiding  in  markets, 
would  it  allow  new  markets  abroad  to  arise  and  why? 
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Mr.  Meiamed.  Well,  Senator,  I  am  very  concerned  that  any  re- 
strictioDB  that  slow  down  or  make  our  markets  less  efficient  will 
act  to  the  advantage  of  competitive  markets.  The  evidence  is  clear. 
E!ven  in  our  case  with  GLOBEX,  where  we  are  leading  the  industry 
in  terms  of  technology,  the  rest  of  the  world  does  not  necessarily 
want  to  subscribe  to  that.  Now,  while  it  has  been  accepted  in  Great 
Britain  and  I  think  in  France  and  Switzerland  soon,  the  Japanese 
market  has  not  yet  accepted  it.  If  the  Ministry  of  Finance  (MOF) 
can  prevent  GLOBEX  from  moving  forward  in  Japan,  it  would  be 
to  their  advantage  to  develop  their  own  market.  In  similar  fashion, 
if  we  make  our  markets  inefficient,  our  competitors  will  certainly 
take  advantage  of  that  with  their  markets. 

Senator  Conrad.  Senator  Fowler. 

Senator  Boschwttz.  Pardon  me.  May  I  complete  something,  be- 
cause in  Mr.  Fink's  testimony  he  says,  "Over  the  years  our  ex- 
change has  lost  business  to  foreign  competitors  like  the  London 
Metfd  Exchange  due  to  differences  in  regulatory  constraints." 

Mr.  Fink,  I  wonder  if  you  could  describe  that  particulfu*  sentence 
a  little  more  fully. 

Mr.  Fink.  I  will  try.  Senator.  We  have  two  broad  areas  of  compe- 
tition with  one  met£Js  exchange,  one  is  the  copper  market  and  Uie 
other  one  is  the  aluminum  market.  I  will  start  with  the  worst  first. 

Our  attempts  to  start  an  aluminum  market  in  this  country  failed 
miserably.  There  are  probably  a  whole  variety  of  explanations  for 
that  failure.  But  one  of  the  ones  that  continues  to  be  pointed  out  to 
us  by  the  aluminum  trade  is  that  different  ways  the  contracts  are 
settled  in  London  versus  the  way  they  are  settled  here,  different 
requirements  concerning  the  segr^ation  of  funds  there  versus  here 
all  make  the  flow  of  business  move  toward  the  less  regulated 
market  in  areas  that  are  of  concern  to  the  users  of  the  market. 

In  the  case  of  copper,  although  none  of  the  regulatory  constraints 
relate  directly  to  this  bill,  we  have  had  a  number  of  complaints 
from  users  of  our  markets  concerning  actions  that  we  have  taken 
to  protect  Etgainst  any  sort  of  manipulation  squeezes,  to  promote  or- 
derly practices  in  the  delivery  of  the  contrsict.  They  complain  that 
the  London  markets  do  not  subject  them  to  this  kind  of  scrutiny  or 
this  kind  of  pressure  to  take  certain  kinds  of  actions,  and  as  a 
result,  we  have  reason  to  believe  that  there  has  been  a  shift  of 
business  to  the  London  copper  market  away  from  New  York  as 
well. 

Senator  BoscHwrrz.  These  are  self-imposed  constraints,  then? 

Mr.  Melamed.  Well,  the  particular  auctions  are  self-imp^ed,  but 
they  are  designed  to  comply  with  the  act. 

Mr.  GuTTMAN.  Senator,  may  I  respond  on  behalf  of  NYMEX  on 
that  particular  question? 

Senator  Boschwitz.  Yes. 

Mr.  GuTTMAN.  We  trade  energy,  crude  oil,  heati^  oil,  gasoline, 
and  if  there  is  any  clear  cut  competitive  threat,  it  is  quite  obvious 
energy  represents  20  percent  of  international  commerce  on  any 
given  date.  We  have  in  Londcm  an  Istemational  Petroleum  Ex- 
change which  has  cloned  and  mimicked  our  meirkets.  They  have 
taken  our  rule  books  and  attempted  to  recreate  what  we  1  e  rmk- 
ated  here  in  the  United  States. 
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As  Mr.  Fink  indicated,  there  are  no  cuatomer  segregated  funds  in 
the  U.K.  The  CFTC  puts  the  obligation  upon  us  to  have  customer 
8%  funds.  We,  as  excnanges,  do  not  allow  financing  of  margin  posi- 
tions on  behalf  of  customers.  Overseas  you  are  allowed  to  finance, 
and  they  do  it  very  effectively,  thereby,  they  do  not  have  to  get  in- 
volved in  making  sure  that  there  is  enough  deposits  on  hand  to  ful- 
fill the  loop  that  takes  us  through  the  entire  settlement  process.  In 
Singapore  there  is  a  government  policy  which  promotes  a  10  per- 
cent cap  on  any  income  derived  from  futures  or  cash  trading.  "Aiat 
is  a  government  assistance  to  that  industry  at  the  expense  of  the 
U.S.  exchanges. 

OnW  3  weeks  tigo,  we  in  New  York  received  a  del^ation  from 
the  Ministry  of  Internationa]  Trade  and  Industry  of  Japan  who  had 
sent  over  economiBts,  computer  technicians,  people  from  exchanges, 
puts  us  in  a  situation — we  cannot  say  no,  not  to  invite  them,  and 
when  they  do  come  down,  they  come  with  cameras  and  everything. 
Basically,  the  diplomacy  emd  protocol  indicates  we  have  to  be  as 
courteous  as  we  can.  But  we  know  exactlv  what  they  are  doing 
with  the  information.  They  are  goin^  back  and  recreating  what 
they  see  on  the  floor  of  the  exchanges  m  the  United  States. 

Now,  this  is  not  just  symptomatic  to  our  industry.  It  is  sympto- 
matic to  ever^  industry  in  the  United  States,  and  if  we  have 
learned  anythmg  over  the  last  few  years,  and  I  am  sure  it  is  not 
escaping  any  members  of  this  committee — how  often  do  we  have  to 
repeat  the  sfmie  error,  the  same  mistakes  before  we  are  going  to 
leam  that  we  have  to  do  something  for  our  own  industries? 

Now,  in  my  testimony  I  indicated  we  are  not  seeking  ai^  Gov- 
ernment subsidies,  anything  other  than  the  fact  to  allow  us  to  in- 
novate and  regulate  within  the  confines  of  the  CFTC  requirements. 
If  you  give  us  that  opportunity,  with  working  along  witn  the  com- 
mittees, I  am  sure  we  can  mtiintain  this  profitable  industry  in  the 
United  States  which  has  a  very  favorable  balance  of  trade  impact 
on  the  U.S.  budget  deficit. 

Senator  Comrad.  Senator  Fowler. 

Senator  Fowlbb.  Well,  let  me  follow  up  on  that.  I  do  think  these 
are  very  helpful  lines  of  inquiry. 

Again,  quoting  from  the  letter  of  the  Assistant  Comptroller  Gen- 
eral, Mr.  Richard  L.  F(wel,  of  GAO  dated  yesterday,  the  16th  of  Oc- 
tober, he  says  in  one  of  his  final  paragraphs,  and  I  quote,  "Finally, 
CFTC  should  give  the  exchanges  flexibility  in  deciding  how  to  meet 
the  requirement,  but  should  also  establish  firm  implementation 
dates." 

We  ended  the  last  round  with  Mr.  Fink  addressing  that,  and, 
then,  it  is  also  implied  in  vour  answer,  Mr.  Guttman.  Are  you  satis- 
fied from  what  you  have  heard  this  morning  from  the  Chair  of  the 
CFTC  and  your  knowledge  of  the  Senate  bill  that  there  is  sufficient 
flexibihty  to  meet  these  audit  trail  requirements? 

Mr.  Guttman.  Our  position.  Senator,  is  that  the  terms  of  inde- 
pendent, precise,  and  complete  have  to  be  defined  in  a  manner  that 
takes  into  consideration  tne  unique  trading  matohing  system,  t^ 
audit  trail  functions  of  each  exchange.  Audit  trail  is  a  catch  word 
which  is  basically  followed  in  a  different  methodology  by  different 

changes  in  the  United  Stotes.  I  do  not  want  to  get  too  technical. 

'  might  be  running  our  exchange  on  Tandem  computers,  the 
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CME's  might  be  working  on  IBM's,  the  trade  matching  system 
might  be  different,  but  we  all  fulfill  the  requirement  of  the  CPTC 
mandate.  The  CFTC  should  be  given  the  responsibility  to  work 
with  the  exchanges.  They  have  in  the  past.  And  I  can  tell  you,  as  I 
indicated  to  this  committee  back  in  May,  when  the  exchangee  ease 
up  or  become  lax,  they  come  in  find  kick  you  on  the  shins,  and  it 
hurts.  If  they  give  you  the  timeframe,  emd  you  basically  fulfill  that 
timeframe,  they  compliment  on  those  issues.  This  is  an  ongoing  re- 
lationship between  the  exchanges  and  the  CFTC. 

Senator  Fowleh.  What  I  want  to  see  in  this,  and  I  am  no  expert. 
I  have  Been  enough  of  our  regulatory  attempts  over  my  last  18  to 
14  years  in  the  Congress,  however  long  it  has  been,  where  mEiny 
times  the  problem  is  not  the  legislation  that  we  adopt,  but  the  en- 
forcement after  we  adopt  it.  I  mean,  arguably,  that  Is  the  question 
right  now  in  the  Department  of  Housing  and  Urban  Development, 
not  what  the  standards  are,  but  why  we  did  not  enforce  the  stand- 
ards once  the  standards  became  the  law. 

What  I  do  not  want  to  see  is  us  back  here  3  or  4  yearsfrom  now 
where  the  agency,  whether  it  be  the  GAO  or  the  CFTC  or  the 
United  States  Congress,  says  that  this  is  what  we  ask  you  to  do, 
you  have  done  it,  there  have  been  some  check  points,  and  yet  we 
are  still  not  satisfied.  It  seems  like  that  would  turn  the  whole  proc- 
ess on  its  head,  and,  also,  be  inherently  unffdr  as  a  r^^atory  pro- 
cedure. But  I  do  not  quite  know  how  to  get  at  the  fact  of  how  you 
tie  in.  I  mean,  you  have  the  GAO  on  your  side  in  asking  for  check 
points  on  implementation,  that  is  the  timing. 

I  think  we  need  to  know  from  you  what  could  be  a  better  method 
to  ensure  the  flexibility,  as  you  say,  from  exchange  to  exchange 
since  they  are  different,  the  requirements  are  different,  that  we 
can  tie  those  two  tf^ether  and  achieve  the  best  result,  both  as  reg- 
ulators and  of  you  doing  everything  you  can  to  meet  the  standards 
of  what  will  be  a  very  tough  law,  and  I  elicit  those  suggestions  as 
to  how,  before  we  make  our  final  determination. 

The  last  thing  I  would  like  to  say,  Mr.  Chairman,  then  I  will 
stop,  that  Senator  Boschwitz  also  raised.  I  was  discussing  with  the 
staff  before,  we  have  a  requirement  under  the  standing  rules  of  the 
Senate  that  in  all  of  l^islation,  we  have  to  have  a  r^ulatory 
impeict  statement,  and  I  think  this  question  you  were  discussing 
with  Senator  Boschwitz  c»i  what  this  passage  time  over  the  next  3 
years  will  do  to  our  American  competitiveness  in  these  unique 
markets  is  a  genuine  one  and  one  that  ought  to  be  eveiluated  as  to 
the  economic  impact  of  what  we  could  lose  as  we  make  the  transfer 
from  the  accustomed  system  to  the  one  that  we  are  requiring  you 
to  do.  We  will  do  our  best  to  see  that  a  full  impact  statement  is 
done. 

Mr.  Melamed.  Throughout  the  testimony  I  believe  our  panel  hfis 
consistently  indicated  that  it  is  necessary  to  remember  that  the 
impact  in  terms  of  our  competitiveness  must  be  examined  before 
we  institute  any  legislation  that  will  impede  our  ability  to  compete. 

Mr.  GuTTMAN.  We  at  NYMEX,  and  I  am  sure  all  the  exchainges 
here  in  the  United  Stetes,  have  no  problem  with  tight    ing  in 
r^ard  to  regulatory  atmosphere,  the  reforms,  the  pie<    i  of  t 
reform  that  basically  go  to  the  heart  of  the  perception 
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have  been  a  little  bit  lackluster  over  the  few  months.  We,  as  an 
exchange,  have  already 

Senator  Fowler.  You  are  not  lackluster,  the  perception  of 
lackadaisicalness. 

Mr.  GuTTUAN.  We,  as  exchanges,  already  eidopted  some  of  the  re- 
fonns  that  are  already  envisioned  in  this  bill  basically  without 
having  to  wait  the  270-day  implementation  decision.  We  are  in  the 
process  right  now,  if  we  find  one  of  our  brokers  that  might  have 
violated  a  customer  order,  we  take  his  dual  trading  privileges  away 
right  now,  right  here  on  the  spot.  We  have  increaseo  our  nning  ca- 
pacity. We  banned  certain  cross  trading.  We  have  revEimped  our 
disciplinary  committee  process.  These  are  all  items  which  basically 
do  not  go  into  the  heart  of  our  efficiency  or  increase  the  cost  o^ 
doing  business.  It  is  necessary.  It  could  be  done.  We  have  already 
done  them,  as  I  am  sure  everyone  else  will.  But  any  of  the  items 
that  basically  increase  the  cost  of  doing  business,  put  us  at  a  com- 
petitive disadvantage  to  our  competitors  overseas,  a  study  should 
be  made  systematically  to  see  what  the  result  would  be.  We  have 
no  problem  with  that  procedure.  That  is  the  procedure  that  will  be 
adopted.  We  applaud  it.  We  welcome  it  and  will  work  with  the 
committee  to  the  best  of  our  ability  to  see  it  throu^. 

S^ator  Fowler.  Thank  you  very  much.  Thank  you,  Mr, 
Chairman. 

Senator  Conrao.  If  I  can  go  back  for  one  moment  to  this  ques- 
tion of  Uiose  who  Eire  indicted.  I  have  talked  to  l^al  counsel  here, 
em.d  they  indicate  that  if  it  was  written  into  the  contreict  that 
before  somebody  bought  a  seat,  if  it  is  in  the  contract,  if  you  Eire 
indicted,  you  nave  to  recuse  yourself  from  trading  for  omer  ao 
counts,  that  there  would  not  be  a  constitutional  problem  with  that. 

I  must  say  to  you  that  if  I  were  in  your  shoes,  I  would  be  very 
eager  to  find  a  way  so  that  if  somebody  is  under  indictment  for  vio- 
latmg  the  public  trust  in  the  marketplace  that  there  is  some  way 
of  getting  those  people  to  have  to  stand  aside  with  respect  to  trad- 
ing for  other  accounts,  and  I  would  urge  you  to  talk  to  your  l^al 
counsel  about  an  idea  like  that  one  where  it  is  in  the  contract,  be- 
cause I  think  it  sends  a  ver^  bad  message  out  there. 

Folks  are  indicted  for  violating  the  public  trust,  and  they  are 
still  able  to  do  their  business.  I  understand  you  are  in  a  very  diffi- 
cult position  absent  having  a  contract  position  like  that. 

Senator  Bcechwitz,  do  you  have  other  questions  for  this  panel? 

Senator  BoscHwnz.  I  do.  But  I  would  say  to  the  chairman  that  I 
have  almost  completed. 

Senator  Conrad.  What  do  we  mean  by  almost? 

Senator  Boschwitz.  Pretty  close. 

But  I  would  say  to  the  chairman  that,  generally  speaking,  I 
agree  with  him  that  from  a  public  relations  standpoint  it  does  not 
help.  1  am  not  a  constitutioneil  lawyer,  on  the  other  hand,  but  it 
seems  to  me  it  would  be  from  a  public  relations  standpoint  advan- 
tageous  not  to  have  those  folks  associated. 

One  of  the  things,  Mr.  Mahlmann,  that  you  said — and  forgive  me 

for     king  the  question.  It,  in  some  degree,  shows  a  lack  of  intimate 

k        .edge  of  your  business.  You  said  on  page  1  of  your  testimony, 

"•       markets  are  a  nationeil  asset.  They  provide  the  lubricant, 

forth.  "Just  ask  any  primary  dealer  who  participated  in 
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U.S.  Treasury  auctions  before  1977,  what  was  the  bid/ask  spread 
for  Cash  Treasury  Bonds  before  our  Treasury  Bond  futures  market 
started  trading.  He'll  tell  you  $300.  What  about  in  1989  when  our 
bond  volume  soared  to  nearly  300,000  contracts  per  day?  He'll  tell 
you  $30."  °  The  difference  between  the  bid  and  asked,  the  $270, 
inures  to  the  benefit  of  the  Treasury  in  effect. 

Is  that  correct? 

Mr.  Mahlmann.  Senator,  as  I  stated  in  my  statement,  the  $300 
that  were  12  years  ago  as  a  bid  and  ask  spread,  which  are  now  30, 
inures  to  the  Treasury,  exactly  correct,  or  to  the  taxpayer  in  the 
end. 

Senator  Boschwttz.  In  other  words,  when  the  Treeisury  comes  to 
sell  their  bonds,  they  get 

Mr.  Mahlhann.  $270  more. 

Senator  Boschwitz  [continuii^].  $270  more?  I  presume  that  adds 
up  over  the  course  of  a  year. 

Mr.  Mahlmann.  If  you  extrapolated  that  over  two  point  some 
trillion  dollars  worth  of  debt,  I  presume  it  adds  up. 

Senator  Boschwitz.  And  it  was  interesting  that  you  say:  "I  will 
flatly  state  that  our  markets  could  not  have  performed  as  they  did 
Sunday  night  if  such  a  standard  had  been  in  place"  '  because  of 
the  great  crush  of  orders  apparently,  particularly  that  come  at  the 
outset  of  the  session.  So  that  simultaneously  the  computer  technol- 
(^y  has  not  been  developed  to  take  those  simultaneous  orders.  Is 
that  what  you  are  drivii^  at? 

Mr.  Mahlmann.  Well,  because  of  beisically  two  requirements,  the 
independence  and  sequential  requirements  within  the  audit  trfiil. 

Senator  BoscHwrrz.  You  know,  we  may  be  making  a  misttLke  by 
assuming  that  establishing  this  audit  trail,  that  indeed  by  the  use 
of  computers  the  audit  trail  becomes  infallible.  Again,  I  am  not  a 
computer  expert,  but  I  read  a  good  deal  about  people  who  seem  to 
be  able  Lo  thwart  the  infeillibility  of  the  computer. 

I  will  examine  that  too  so  that  we  do  not  impose  on  your  ex- 
changes great  expenses  and  then  have  a  new  type  of  trail  that  can 
somehow  be  aborted  or  somehow  be  assumed  upon  in  a  new  way 
that  we  have  not  yet  anticipated. 

My  final  questions  deal  with  the  $4.6  miUion  a  year,  if  I  tun  cor- 
rect in  that  amount,  about  $5  million  a  year  that  would  be  £issessed 
on  the  exchanges  in  order  to  meike  the  additional  costs  of  the  CPTC 
self-liquidating,  $5  million  or  $6  million  a  year.  Is  that  about 
correct? 

Mr.  Mahlmann.  Senator,  I  heard  this  morning  that  that  was  the 
figure.  The  reading  that  we  arrived  at  out  of  the  bill  is  that  S.  1729 
potentially  provides  the  avenue  for  the  CFTC  to  fund  its  whole 
budget  through  service  chat^es  against  the  exchfuiges. 

I  do  not  know  that  that  is  meant  in  the  bill,  but  the  legal  readii^ 
that  my  counsel  has  given  me  provides  that  that  could  be  the  inter- 
preted avenue.  I  do  not  know  that  that  is  the  intent. 

Senator  Boschwttz.  I  am  told  by  the  staff  that  the  intent  of  the 
bill  is  only  the  increase,  not  the  entire  budget.  And  so  it  is  well 
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that  we  make  that  part  of  the  record  so  that  the  l^islative  intent 
is  only  the  increase. 

Mr.  Mahlmann.  I  am  sure  then  the  bill  will  reflect  the  intent. 

Senator  Conrad.  Would  the  Senator  just  jrield  on  that  point? 

Senator  BoscHwrrz.  Sure. 

Senator  Conrad.  Because  I  think  you  are  on  to  something  that  is 
important  here.  And  we  ought  to  flesh  out  the  record. 

When  we  talk  about  only  the  increase,  are  we  teilking  about  the 
increase  over  the  baseline  or  are  we  talking  about  the  entire  in- 
crease? I  assume  from  what  I  hear  here  we  would  be  talking  about 
the  increase  over  the  btiseline,  which  would  be  substantially  a  dif- 
ferent nimiber  than  the  entire  budgetary  increase  that  is  contained 
in  the  legislation. 

Senator  Boschwitz.  As  I  recall  the  conversation  this  morning, 
the  CFTC  budget  over  the  next  4  years  would  be  $66  million  in- 
stead of  about  $40  million. 

Senator  Conrad.  $41  million  to  $66  million,  that  is  correct. 

Senator  BoscHwrrz.  So  $25  million.  So  that  is  about  $6  million  in 
addition  each  year.  The  baseline  would  go  up  during  the  cost  of  the 
4  years,  is  that  what  you  are  driving  at? 

Senator  Conrad.  Yes.  You  know,  the  point  I  eun  making  is  the 
problem  we  run  into  all  the  time  in  the  Budget  Committee,  is  when 
we  say  they  are  responsible  for  the  increase,  what  increase  are  we 
talking  about?  Are  we  talking  about  the  whole  increase,  the  $25 
million,  or  are  we  talking  about  the  increeise  over  the  baseline 
which  would  be  a  number  that  would  be  more  than  that? 

Senator  BoscHwrrz.  What  the  Senator  is  saying  is  that  the  $40 
million  would  have  increased  anyway,  as  most  government  expend- 
itures seem  to  do  with  a  good  deal  of  regularity,  and  so  that  it 
would  not  be  the  entire  $26  million,  but  somewhat  less  than  the 
$26  million.  So  let  us  say  it  is  $5  milUon  a  year,  that  is  2  cents  a 
transaction  if  we  are  correct  that  there  were  250  million 
transactions. 

Is  that  too  difficult  a  burden  to  bear?  I  presume  that  a  5,000 
bushel  wheat  contract  is  a  little  bit  different  than  many,  the  plati- 
num or  oil  contract  of  Mr.  Guttman,  or  the  aluDunum  contract  of 
Mr.  Fink,  or  copper,  which  I  presume  is  larger.  But  is  that  too 
much  for  the  industry  to  bear? 

Mr.  Mahlmann.  Senator,  then  we  are  right  back  to  our  transac- 
tion tax.  Currently,  whether  in  guise  or  not,  in  S,1729  it  is  billed  as 
a  service  fee.  You  just  equated  it  back  to  a  trsmsaction  tax. 

In  1982  the  act  provided  for  the  authority  of  the  CFTC  to  charge 
for  certain  service  they  performed  and  charge  those  to  the  ex- 
changes. But  when  you  now  equate  the  2  cents  per  contract,  we  are 
back  at  a  transaction  tax.  I  submit  to  you  on  one  side  we  will  be  2 
cents  more  expensive  them  a  competitor  outside  of  the  United 
States. 

And  I  would  submit  to  you  a  competitive  budget,  for  instance, 
with  the  SEC,  the  SEC  transaction  tax  amounts  to  about  20  per- 
cent of  their  budget.  It  happens  to  be  3/100  percent  of  the  vfdue  of 
the  shares  that  are  traded.  And  that  is  not  very  far  off  from  what 
■  '  the  industry  pays  to  the  NFA.  Eighty  percent  of  the  SEC 
;et  is  funded  from  registration  of  new  issues  emd  companies. 
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And  I  submit  to  you  that  there  is  not  equivalent  instrument  in 
the  futures  industry  because  the  new  issues  of  companies,  whether 
they  be  bonds  or  companies  themselves,  the  companies  are  the 
beneficiaries  that  pay  the  fee. 

There  is  no  commensurate  instrument  in  the  futures  industry. 
The  futures  industry  is  a  price  discovery/risk  transfer  system.  So  it 
does  not  have,  per  se,  a  direct  benefit  or  beneficiary  that  could  pay 
these  increased  fees.  And  whether  it  is  2  cents  or  3, 1  still  submit  to 
you  it  would  be  a  transaction  tax. 

Senator  Boschwitz.  Well,  I  understand  that  is  true.  No  matter 
what  you  call  it,  it  would  still  be  a  tremsaction  fee.  It  would  be  an 
additional  cost.  I  guess  I  have  thought  about  the  futures  market  as 
a  politician  principally  as  it  affects  my  farmers.  And  I  guess  they 
pay  on  a  5,000  bushel  contract  $50,  a  penny  a  bushel.  So  that  the  2 
cents  does  not  appear  to  be  so  confiscatory.  But  I  would  be  happy 
to  continue  that  discussion  at  some  other  time. 

That  is  the  termination  of  my  questions,  Mr.  Chairman.  I  see 
that  we  have  a  vote  that  is  being  called. 

Senator  Conrad.  We  do.  And  we  will  stand  in  recess. 

And  at  this  point  I  thank  this  panel  as  well,  for  your  participa- 
tion. It  has  been  a  long  afternoon.  We  very  much  appreciate  the 
help  that  you  have  been  to  the  committee.  I  think  it  has  been  a 
productive  afternoon,  hopefully  for  you  eis  well  as  for  us. 

And  when  we  return,  we  will  proceed  with  panel  No.  2, 

Senator  BoscHwrrz.  What  £ire  we  going  to  do  about  panel  Nob.  3, 
4,  and  5,  Mr.  Chairman? 

Senator  Conrad.  Well,  I  am  what  is  known  as  the  temporary 
chairman.  I  am  going  to  leave  that  in  the  good  offices  of  the  perma- 
nent chairman.  That  will  be  his  problem  to  wrestle  with. 

Mr.  Mahlmann.  Mr.  Chairman,  I  would  just  request  for  the 
record  to  submit  the  full  written  testimony. 

Senator  Conrad.  Without  objection. 

Senator  BoscHwrrz.  Submit  several  copies  of  that,  submit  a 
bunch  of  copies  of  that. 

Mr.  Mah£mann.  I  have,  Mr.  Chairman. 

Thank  you,  Mr.  Chairman. 

[Whereupon,  at  5  p.m.,  the  committee  recessed,  to  reconvene  at 
8:05  a.m.,  Wednesday,  October  18,  1989,  in  room  SR-332,  Russell 
Senate  Office  Buildii^.] 

[Material  submitted  for  inclusion  in  the  record  follows:] 
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National  Cotton  Council  of  America, 

Washington,  DC,  October  16, 1989. 
The  Honorable  Patrick  J.  Leahy, 
Chairman,  Committee  on  Agrkulture,  Nutrition,  and  Forestry,  United  States  Senate, 

Washington,  DC 
Subject:  Reauthorization  of  the  Commodity  Futures  Trading  Commiaaion. 

Dbab  Mr.  Chaisman;  This  is  to  convey  the  National  Cotton  CouncU's  support  for 
reauthorization  of  the  Commodity  Futures  Trading  Conuniaaion  and  to  urge  the 
conunittee  not  to  place  unneceesary  restrictionB  on  industry  practices  or  the  trading 
of  cotton  futures  or  options  contracts.  The  continued  efficient  functioning  of  the 
New  York  Cotton  Exchange  No.  2  contract  is  extremely  important  to  all  segments 
of  the  U.S.  cotton  industry.  We  believe  the  Commission  has  generally  responded  to 
the  industry  and  provided  adequate  oversight  and  safE^uards  with  minimal  interfei^ 
ence  of  the  New  York  Cotton  Exchange. 

Mr.  Chairman,  although  S.  1729,  Futures  Trading  Practices  Act  of  1989,  does  not 
contain  provisions  conoeming  insider  trading,  the  cotton  industry  is  sufficiently  con- 
cerned li-  the  provision  recently  adopted  by  the  House  that  we  wanted  to  advise  you 
of  the  following  resolution  unanimously  adopted  by  our  Board  of  Directors  on  Sep- 
tember 22,  1989: 

In  r^ard  to  the  CCTC  reauthorization  bills,  the  CouncU  should  seek  to  (1) 
clarify  the  definition  of  insider  trading,  (2)  remove  restrictions  on  using  in- 
formation gained  during  trading  to  hedge  or  to  speculate  using  such  infor- 
mation inside  the  permissible  speculation  limits,  and  (3)  prevent  the  legisla- 
tion from  excluding  speculation  within  the  permissible  limits  using  infor- 
mation gained  in  the  course  of  pursuing  business. 
The  National  Cotton  Council  is  the  central  organization  of  the  cotton  industry 
with  members  from  seven  separate  industry  groups:  producers,  ginners,  warehouse- 
men, seed  crushers,  merchants,  cooperatives  and  textile  manufacturers.  Our  indus- 
try strongly  believes  any  provision  which  would  make  it  unlawful  to  use  or  pass  on 
privately  developed  market  information  would  seriously  inhibit  the  efficient  oper- 
ation of  commodity  futures  markets.  In  the  case  of  cotton,  the  use  of  the  New  York 
Cotton  Exchange  No.  2  cotton  contract  is  the  very  heart  of  our  industry's  ability  to 
compete  in  domestic  and  international  markets.  Without  the  ability  to  effectively 
hedge,  cotton  merchants,  cooperatives  and  textile  mills  would  be  unable  to  sell  for- 
ward— a  practice  which  is  extremely  important  to  the  U.S.  cotton  and  textile  indus- 
try. Any  restriction  of  this  practice  would  seriousiy  impair  our  industry's  competi- 
tive position  and  would  adversely  impact  producer  income  and  government  program 
costs.  As  the  committee  considers  the  reauthorization  i^islation,  we  urge  you  to 
oppose  inclusion  of  any  provision  which  would  restrict  the  market  participation  of 
any  person  or  group  of  people  becaase  of  their  knowledge  of  the  market. 

We  would  also  urge  careful  consideration  of  the  cost  implications  for  the  smaller 
exchanges,  such  as  the  New  York  Cottwi  Exchange,  of  overly  ambitious  audit  trails 
and  other  compliance  provisions.  Certainly  our  industry  is  supportive  of  a  balanced 
and  realistic  compliance  and  audit  program,  but  we  arge  recognition  of  the  limited 
financial  resources  of  various  exchanges  and  how  cost  would  impact  their  abili^  to 
meet  the  requirements  Triule  continuing  operations. 
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United  States  General  AccouNTiNa  Ofpicb  (GAO), 

Washington,  DC.  October  16.  1989. 
The  Honorable  Patrick  J.  Leahy,  Chairman, 


We  ore  responding  to  your  request  to  comment  on  those  provisions  of  the  commit- 
tee's Commodity  Futures  Trading  Commission  (CFTO  reauthorization  bill  (S.  1729) 
that  are  relate  to  improved  trade  timing.  Those  provisionB  are  consistent  with  our 
recommendation  that  CFTC  direct  the  futures  exchanges  to  independently,  precise- 
ly, and  completely  time  each  trade  and  specify  a  timeframe  for  meeting  this  require- 
ment.' 

We  teetiiied  and  reported  that  independent,  precise,  and  complete  timing,  howev- 
er achieved,  should  reduce  the  opportunity  to  commit  certain  floor  trading  abuses 
and  should  increase  the  pn^bility  that  uioee  committing  these  abuses  will  be  ap- 
prehended. To  meet  the  performance  standard,  timing  must  be  free  from  floor  par- 
ticipant manipulation.  Also,  time  recording  should  include  the  precise  time  tiie 
broker  receives  each  order  as  well  as  the  precise  time  that  floor  participants  record 
as  executed  each  trade.  Additionally,  times  should  be  sufficiently  precise  to  se- 

nice  each  floor  participant's  trades.  Finally,  CFTC  should  give  the  exchanges 
bility  in  deciding  how  to  meet  the  requirement  but  should  also  establish  firm 


ard  contained  in  the  Senate  bill  may  impose  additional  costs  on  the  futures  indus- 
try. However,  it  may  also  provide  numerous  beneflts  in  addition  to  a  greatly  im- 
proved ability  to  detect  and  deter  trade  practice  abuses.  These  include  greater 
public  confidence  and  operational  effldencies,  and,  potentially,  enhancements  to  the 
competitiveness  of  U.S.  futures  markets. 

Richard  L.  Foobl, 
Aniatant  Conqttroller  General 


>  Futura  Marketa:  Strengthening  l>iide  Practice  Overtight  (GAO/GGD-89-120,  Sept  T,  1989) 
od  flifum  Markets:  Automation  Can  Enhance  Detection  of  Trade  Abutet  But  Introdueta  New 
t  (QAO/IMTEC-89-68,  Sept.  7,  19S9). 
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FUTURES  TRADING  PRACTICES  ACT  OF  1989— 
S.  1729 


WEDNESDAY,  OCTOBER  18,  1989 

U.S.  Senate, 
Committee  on  AcRicuLTimE,  NuTRmoM,  and  Forestby, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  8:05  a.m.,  in  room  SR- 
332,  Russell  Senate  Office  Building,  Hon.  Patrick  J.  Leahy  (chair- 
man of  the  committee)  presiding. 

Present  or  submitting  a  statement:  Senators  Leahy,  Heflin, 
Lugar,  Boschwitz,  and  Gorton. 

OPENING  STATEMENT  OF  HON.  PATRICK  J.  LEAHY,  A  U.S. 
SENATOR  FROM  VERMONT 

The  Chairman.  Good  morning.  I  appreciate  everyone  coming. 
Apparently,  this  hearing  generated  more  interest  than  we  thought. 
I  had  suggested  that  we  come  back  at  around  9  or  10  ifist  night  and 
wrap  it  up,  but  I  understand  that  this  would  have  created  conflicts 
for  some  of  the  witn^ses.  So  we  are  doing  it  today. 

I  invite  Mr.  Willis  Eken,  Mr.  Jack  Frick,  and  Mr.  Harvey  Joe 
Sanner  to  come  on  up  and  join  us. 

I  note  for  the  record  that  Philip  Feigin,  the  commissioner  of  the 
Colorado  Division  of  Securities,  State  of  Colorado,  had  to  go  back  to 
Colorado.  His  prepared  statement  will  be  inserted  in  the  record  as 
though  read.* 

Mr.  Eken,  go  ahead.  We  will  lead  off  with  you,  sir. 

STATEMENT  OF  WILLIS  EKEN,  PRESIDENT,  MINNESOTA  FARM- 
ERS UNION,  ST.  PAUL,  MN,  REPRESENTING  THE  NATIONAL 
FARMERS  UNION 

Mr.  Eken.  Thank  you,  Mr.  Chairman. 

INTRODUCTION 

My  name  is  Willis  Eken.  I'm  here  representing  the  National 
Farmers  Union  and  our  300,000  farm  members  Uiroughout  the 
United  States.  I  really  appreciate  ihe  invitation  to  participate  in 
your  hearings  on  a  very  important  piece  of  legislation. 


See  pp.  643-646  for  the  prepared  statement  of  Philip  A.  Peigin,  chairman  of  the  Enforce- 
it  Secti<Ki  of  the  North  American  Securitie*  Admimstraton  Aaaociation  (NASSA)  and  com- 
liaaer  -of  the  Colorado  Division  of  Securitiea. 
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"nus  past  summer,  with  all  of  the  controversy  that's  been  sur- 
rounding the  futures  markets  in  the  United  States,  our  national 
president,  Leland  Swenson,  wrote  you  a  letter  *  some  time  earlier 
this  summer  and  identified  four  areas  that  we  thouf^ht  were  impor- 
tant for  the  A^culture  Committee  as  an  oversight  committee  to 
take  a  look,  at  in  dealing  with  some  of  the  issues  that  we  saw  sur- 
facing  throi^h  these  past  several  months.  

One  was  for  more  authority  to  be  established  within  the  CFTC, 
calling  for  the  resources  for  a  stricter  enforcement  of  the  law  and 
of  the  enforcement  authority  that  is  within  the  CPTC,  for  vigorous 
prosecution  and  for  meaningful  penalties  to  be  imposed  on  those 
that  were  involved  in  fraudulent  action  within  the  futures  market, 
and  fdso  for  more  public  involvement  in  the  oversight  and  opei> 
ation  of  the  exchanges. 

We  also  had  the  opportunity  to  review  the  6A0  report  which 
was,  again,  authorized  or  requested,  as  I  understand,  by  your  com- 
mittee £md  by  youreelf.  And  as  we  look  at  S.  1729,  we  really  feel 
that  you  and  the  committee  and  the  sponsors  of  this  bill  have  at- 
tempted to  address  those  general  questions  that  we  have  raised  in 
terms  of  concern  about  the  Commodity  Futures  Treiding 
Commission. 


When  we  look  at  the  area  of  establishing  the  funds  and  ^  re- 
sources to  fund  more  enforcement  activities  within  the  CFTC,  we 
certainly  support  that  part  of  the  bill  that  calls  for  the  fees  and  a 
fee-generating  process  to  generate  that  resource. 

As  I  listened  to  the  testimony  yesterday,  I  was  somewhat  ap- 
palled at  the  feeling  on  the  part  of  some  of  those  within  the  indus- 
try at  the  kind  of  burden  that  supposedly  this  was  going  to  place 
upon  the  system  to  fund  this  enforcement.  And  if  I  understood  cor- 
rectly, one  of  Senator  Boschwitz'  analysis  of  that  cost,  he  got  down 
to  2  cents  per  contract.  I  would  suggest  as  a  farmer  I'm  willing  to 
pay  that  2  cents  based  upon  the  other  costs  that  I've  already  paid 
to  have  the  use  of  this  market.  It  seemed  to  be  kind  of  an  appaUing 
fact  to  me  to  say  that  this  is  somehow  going  to  be  a  buraen  in 
terms  of  being  competitive  and  being  able  to  generate  the  resources 
for  the  Conunission.  I  don't  know  what  kind  of  costs  we  put  on 
credibility,  but  if  I  can  spend  2  cents  on  a  contract  and  get  some 
credibility  back  in  the  marketing  structure,  Mr.  Chairman,  I  can 
assure  you  we're  willing  to  do  that. 

AUDIT  TRAIL 

I'm  going  to  come  down  to  the  audit  trail.  The  GAO  report  was 
very  s[>eciiic  m  the  need  for  independence  in  terms  of  being  able  to 
determine  the  validity  of  the  audit  trail  £ind  to  be  able  to  trace 
back  to  the  individual  traders  within  the  market.  We  certainly  sup- 
port that  and  think  it's  an  absolute  necessity  to  do  that. 

■  See  p.  464  for  Uie  letter  of  LeUmd  Swenaon,  president,  National  Famwn  Union,  dated 
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Again,  I  listened  to  the  comments  and  the  testimony  yesterday, 
and  this  seemed  to  be  another  area  of  real  concern  in  terms  of  tbe 
market  being  able  to  function  if  we  put  this  burden  of  the  inde- 
pendent audit.  I  would  suggest  as  a  farmer,  as  I've  looked  at  the 
activities  of  the  market  this  last  summer,  you  get  46  indictments, 
19  of  those  coming  in  the  soybean  pits.  I  understand  that  we  have 
400  traders  in  the  soybean  pits.  I'm  not  very  comfortable  as  a 
&rmer  to  look  at  the  poeeibility  of  a  contract  having  1  in  20 
chances  of  being  in  the  hands  of  tjioee  that  have  already  been  iden- 
tified EiB  potentially  doing  some  things  wrong  in  the  market 

A^ain,  I  think  we  need  to  look  at  ways  to  try  to  enhance  that 
abihty  to  have  a  good  audit  trail  back  through  the  system.  There 
are  real  questions  about  the  3  years  in  terms  of  whether  or  not 
they  can  comply  with  establishing  the  audit  trail.  We  certainly 
support  whatever  judgment  of  the  committee  in  terms  of  what  that 
timeframe  should  be,  we  certainly  think  that's  a  very  reasonable 
request  to  have. 

The  Chairhan.  You  think  3  years  is  reasonable? 

Mr.  Eken.  My  perception  is  that  3  years  is  a  long  time,  but  I 
don't  know  and  understand  the  intricacies  of  putting  a  ^tem  in 
place  and  certainly  support  the  judgment  of  the  committee  in 
terms  of  that  3  jrears  as  a  target  time  that  should  be  realistic. 

SUNSHINE  PROVISIONS 

When  it  comes  to  the  sunshine  provisions,  we  certainly  ^mk 
this  is  an  absolute  necessary  part  of  any  restructuring  of  the  CFTC. 
I  think  we  had  a  good  example  of  that  yesterday  with  Senator 
Eagleton  eind  his  comments.  I  think  we  need  that  kmd  of  public  in- 
terest to  provide  for  openness,  if  you  will,  for  a  self-r^ulatory 
structure,  a  self-regulatory  agency. 

Conflict  of  interest,  just  by  the  fact  that  you  have  a  self-regula- 
toiy  structure,  it's  absolutely  necessary,  we  think,  to  have  in  place 
a  mechanism  to  try  to  identify  and  minimize  that  conflict  ot  inter- 
est appearance. 

CONCLUSION 

In  closing,  Mr.  Chairman,  I  would  just  like  to  say  that  we  find  it 
very  difEcult  to  accept  the  fact  that  somehow  this  kind  of  direction 
and  oversight  is  going  to  cause  difficulty  for  competition  in  tiie 
international  market.  As  I  sat  and  listened  yesterday  to  the  com- 
ments, especially  of  the  four  gentlemen  representing  parts  of  the 
Aitures  market,  if  you're  looking  at  efficiency,  one  of  the  things 
that  troubles  me  as  a  farmer  is — I  weis  looking  at  yesterda3r'B  paper 
here.  We  had  46,000  contracte  that  were  traded  yesterday  in  the 
soybeans.  If  our  arithmetic  is  correct,  that  emiounts  to  230  miUion 
btishels  transEicted  yesterday  by  contract. 

I  read  somewhere — and  I  can't  remember  where — something 
about  every  time  we  raise  a  bushel  of  beans  that  goes  into  t^e  fu- 
tures market,  it's  traded  37  times.  I  don't  know  if  that's  accurate  or 
not,  but  I  think  I  remember  reading  something  like  that.  What  hit 
me  yesterday  is,  you  know,  if  we're  looking  for  efficiencies  in  the 
inarketplace--~Dow,  understand  the  futures  market  is  not  necessari- 
ly a  delivery  market  It's  a  price-discovery  system.  It  actually 
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doesn't  move  a  bushel  of  grain  from  my  farm  into  the  market,  but 
it's  there  as  a  price-discovery  to  know  what  we  should  get  paid,  or 
what  it  should  cost  those  that  need  the  soybeans  in  this  case.  I 
couldn't  help  but  sit  there  and  think,  you  Imow,  what  is  the  opti- 
mum number  of  trades  we  need  within  the  marketplace,  within  the 
futures  market,  to  establish  the  realistic  price  for  me  as  a  ffirmer.  I 
don't  know  if  anyone  has  ever  looked  at  that.  But  if  you  talk  about 
efficiency,  it  seems  to  me  that  that's  a  better  place  to  look  than  to 
try  to  grumble  about  2  cents  a  contract  in  terms  of  whether  or  not 
we've  got  the  funds  to  have  enforcement. 

WB  SUPPORT  THE  BILL 

Mr.  Chairman,  in  closing,  I  just  wanted  to  say  that  we  support 
the  bill.  We  think  it's  a  major  effort  on  your  part.  We  commend 
you  and  the  other  sponsors  of  the  bill  for  moving  forward  with  it. 
We  need  it.  As  family  farmers,  we  need  the  protection  that  you're 
trying  to  place  into  tiie  system  with  this  bill.  Our  whole  price,  our 
whole  income  mechanism  is  triggered  by  the  futures  market. 

With  that,  Mr.  Chairman,  I  appreciate  the  opportunity  to  testiiy. 

[The  prepEu:ed  statement  of  Mr.  Eken  and  letter,  dated  August  3, 
1989,  from  Leland  Swenson,  president,  National  Farmers  Union 
follow:] 
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T^stlaony  of  Hr.  Willis  Bkan,  representing  che  National  Fsmers 
Union,  preaenced  to  the  Senate  Agriculture,  Nutrition  and  Forestry 

Comnilttee . 


of  directors  and  vice  president  for  International  relations  of  the 
National  Farners  Union.   It  is  on  NFU's  behalf  and  Its  nearly 
300,000  fam  families  that  I  am  testifying  today. 

I  commend  you,  Senator  Lugar,  and  the  cosponsors  of  the 
Futures  Trading  Practices  Act  of  1989.  The  recent  indictments  of 
46  conmodity  traders  and  the  controversy  surrounding  the  July 
contracts  for  soybeans  heightened  the  skepticism  that  farmers  and 
ranchers  have  about  the  futures  market.  These  latest  revelations 
exacerbate  the  distrust  that  producers  have  of  the  futures  market 
being  a  credible  price-setting  mechanism.  Hundreds  of  our  members 
have  voiced  concern  over  the  integrity  of  the  futures  exchanges. 

Recently  NFU's  President  Leland  Swenson  sent  a  letter  to  the 
members  of  Congress  concerning  the  reauthorization  of  the 
Commodity  Exchange  Act  (copy  attached).   He  indicated  that 
Congress  has  an  opportunity  to  alleviate  much  of  the  ill  will 
chat  farmers  have  for  the  futures  exchanges  by  making  major 
changes  in  the  Commodity  Exchange  Act  reauthorization.   Hr. 
Chairman,  you  and  the  cosponsors  have  produced  a  bill  that  makes 
those  changes , 

Specifically,  President  Swenson  asked  that  there  be  more 
Openness  In  the  Industry's  operations,  greater  authority  for  the 
Commodity  Futures  Trading  Comnission  (CFTC) ,  stricter  enforcement 
of  existing  laws,  vigorous  prosecution  of  chose  involved  In  fraud, 
and  farmer  and  rancher  participation  In  Che  oversight  and 
operation  of  the  exchanges.   In  n^  opinion,  S.  1729  accomplishes 
all  of  those  objectives. 

First,  this  bill  assures  the  financial  wherewithal  for  the 
CFTC  to  be  an  effecCiva  agency.   This  Increase  in  funding  and 
five-year  authorization  of  the  CFTC  ahould  allow  the  commission  to 
be  more  effective. 

If  Che  exchanges  are  Co  be  self-regulsCory,  then  they  must  pay 
the  cosC  of  overaighc  of  Chis  regulatory  process .   The 
Implementation  of  service  fees  Is  an  effective  and  fair  way  to 
finance  the  oversight  that  la  needed.   Financing  che  cost  of 
oversight  should  not  be  a  burden  on  the  taxpayer  In  this  period 
of  budgetary  constraint .   Those  that  benefit  from  the  use  of  the 
exchanges  should  be  expected  to  pay  for  the  service  that  they 

The  requirement  that  the  exchanges  install  new  audit  trails 
capable  of  capturing  transaction  times  independently,  precisely, 
and  completely,  is  an  important  and  needed  requirement.   This  is 
especially  Important  to  farmers  and  ranchers  who  are  using  the 
futures  markets  on  a  regular  baais  as  a  hedging  mechanism. 

Farmers  and  ranchers  need  to  be  confident  that  they  are 
receiving  a  price  chat  has  been  fairly  negociated.   A  September 
General  Accounting  Office  (GAO)  report,  "FUTURES  MARKETS  - 
Strengthening  Trade  Practice  Oversight,"  concluded  that, 
■Weaknesses  in  controls  over  fucures  trading  provide  dishonest 
floor  participants  with  the  opportunity  to  cheat  customers  by 
noncompetitlvely  executing  orders  and  Co  conceal  this  cheating  by 
manipulating  the  recorded  price  and  Clme  of  trades.*  This  finding 
confirms  a  long-held  suspicion  of  farmers  and  ranchers. 

Requiring  an  implementation  within  three  years  of  new  audit 
trails  capable  of  capturing  transaction  times  Independencly, 
precisely,  and  completely,  is  imperative  Co  the  restoration  of 
users'  confidence  in  the  futures  trading  system.   Vigorous  and 
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Providing  a  carrot -and- stick  approach  to  the  problem  of  dual 
trading  may  produce  the  needed  changes  to  enaure  that  this  type  of 
trading  does  not  result  In  abuses.  Giving  Che  exchanges  the 
opportunity  to  denonsttate  that  their  trade  oversight  systeniB  can 
detect  and  correct  abuses  places  the  burden  of  performance  on  the 
exchanges.   If  the  exchanges  desire  to  continue  dual -  trading 
types  of  actions,  they  niust  show  that  they  can  police  those 
actions. 

The  expansion  of  the  CFTC's  power  to  force  exchsnges  to 
improve  their  trade -practice  oversight  and  disciplinary  systema  is 
an  Inportant  step  towards  Improvement  of  overall  self 'regulation 
by  the  exchanges.   If  the  exchanges  are  to  be  self -regulated,  then 
they  must  have  meaningful  and  strictly  enforced  standards. 

It  is  Incumbent  upon  the  CFTC  to  ensure  thst  exchanges  are  in 
compliance  with  the  standards.  Penalties  for  noncompliance  muat 
be  harsh  enough  to  ensure  that  compliance  will  be  forthcoming. 
The  requirement  of  the  CFTC  to  assess  each  exchange  on  a  two-year 
cycle,  coupled  with  meaningful  enforcement  options,  ensures  that 
the  exchanges  will  faithfully  execute  their  self- regulatory 

Perhaps  the  most  meaningful  section  of  the  Futures  Trading 
Practices  Act  of  1989  Is  the  "sunshine"  provisions  section.   When 
NFU's  President  Swenson  wrote  to  the  members  of  the  committee 
about  the  reauthorization  of  the  Commodity  Exchange  Act,  he  stated 
that  "If  producers'  confidence  la  aver  to  be  gained  by  Che 
exchanges,  then  producera  must  have  patclclpatlon  in  Che  oversight 
and  operation  of  the  exchanges". 

The  "aunahlne"  provisions  of  the  proposed  legislation  do  offer 
meaningful  participation  to  the  public  sector.   These  provisions 
are  needed  to  expose  to  the  public  the  Interworklngs  of  the 
exchanges.  In  the  past,  decisions  too  often  were  made  that  smacked 
of  collusion  at  worst  and  a  good-old-boy  network  at  best. 

One  of  the  functions  of  the  futures  market  Is  that  of  a 
price-discovery  mechanism  that  affects  the  cash  price  received  by 
producers.  Hence,  farmers  and  ranchers  that  do  not  participate  in 
the  futures  market  are  still  profoundly  affected  by  its  operation. 
It  Is  for  this  reason  we  advocate  that  membership  on  the  boards  of 
directors  of  the  various  exchanges  include  producers  of  the 
commodities  traded  on  the  exchange , 

Likewise.  It  would  enhance  the  integrity  of  the  disciplinary 
committees  of  the  various  exchanges  to  have  producer  members.  The 
Inclusion  of  producers  on  these  various  committees  would  do  iiuch 
to  alleviate  the  distrust  that  producers  have  of  the  futures 
market  being  a  credible  price-setting  mechanism. 

In  addition  to  supporting  producer  membership  on  the  various 
exchanges ,  we  advocate  the  establlshnent  of  membership  for  the 
general -purpose  farm  organizations  on  the  CFTC.  Farmers  are 
disgusted  and  frustrated  with  a  futures  system  over  which  they 
have  little  control  and  that  virtually  dictates  the  price  they 
receive  for  commodities  they  produce.   Farmers  have  always  been 
skeptical  of  the  futures  markets'  benefits  for  producers.  Farmer 
representation  on  the  CFTC  would  help  to  alleviate  that 
skepticism. 

The  conflict-of-interest  provision  Is  a  much-needed 
improvement.   This  could  prevent  board  memberH  with  an  apparent 
conflict  from  participation  In  exchange -emergency  actions.   This 
review  by  the  boards,  of  the  participants  Involved  In  such 
actions,  would  alleviate  much  of  the  criticism  of  the  decisions  of 
the  boards. 
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This  provision,  when  coupled  with  the  one  establishing 
non-aenber  public  directors,  becomes  a  powerful  tool  to  ensure 
IvpBrclBllty  and  fairness  in  board  decisions.   Had  these 
mechanisBs  been  in  place  at  the  Chicago  Board  o£  Trade  {CBOT)  when 
the  July  aoybesn  order  uss  under  consideration,  producers  would 
have  more  readily  accepted  the  CBOT's  decision. 

Other  powerful  and  needed  provisions  of  the  proposed 

legislation  are  the  ones  on  civil  liability  and  punitive  damages. 
These  are  the  types  of  provislona  needed  to  restore  the  confidence 
of  participants  in  the  exchanges.   These  provisions  establish  a 
participants'  "bill  of  rights"  by:  1)  allowing  victims  to  sue  for 
recovery  and  punitive  daaages;  2)   making  brokerage  firms 
accountable  for  their  brokers;  3)  requiring  victim  notification; 
U)    requiring  the  arbitration  systems  under  the  National  Futures 
Association  and  exchanges  to  provide  for  punitive  danagas;  5)    and 
authorizing  the  CFTC  to  adopt  rules  for  class  action  suits  under 
the  reparations  systeii. 

This  set  of  'participants'  rights,'  and  the  establishment  of 
new  penalties  Mlth  real  teeth  in  Chem,  send  a  strong  signal  to 
those  who  would  perpetuate  fraud  In  the  futures  industry.   It  says 
chat  the  sponsors  of  this  bill,  and  1  hope  the  members  of  this 
committee   will  not  stand  for  criminal  activities    Gentlemen,  I 
implore  you  do  not  water  down  these  particular  provisions.   Let 
those  vho  ate  engaged  In  Illegal  activities  know  that  they  will  be 
caught  and  that  they  will  be  dealt  with  severely. 

The  broker-associatlon-dlsclosure  provision  and  the 
requirement  to  establish  rules  for  trading  among  broker-group 
members,  as  well  as  the  requirement  for  establishing  rules  for 
oral  orders,  will  help  Inhibit  abuses. 

Providing  CFTC  the  authority  to  conduct  undercover 
investigations  and  requiring  floor  trader  registration  will  help 
ensure  that  those  involved  in  wrongdoing  will  be  caught.   And, 
giving  the  GAO  explicit  access  to  data  will  help  to  ensure  that 
Congress  is  fully  aware  of  how  business  is  being  conducted  at  the 
CFTC  and  the  exchanges .   These  measures  will  help  ta  instill 
public  confidence  In  the  futures  industry. 

The  adoption  of  the  proposed  legislation  and  the  incorporation 
of  many  of  the  measures  adopted  by  the  House  will  help  to  Improve 
the  futures  industry.  The  study  of  additional  delivery  points  is 
an  idea  that  Is  way  overdue.  I  would  hope  that  Congress  takes  the 
necessary  oversight  to  ensure  quick  Implementation  of  the  results 
of  this  study. 

Perhaps  only  legsl  remedies  will  correct  the  losses  that  many 
soybean  producers  believed  resulted  from  the  CBOT'^  July  soybean 
order.  Those  legal  actions  may  benefit  only  a  few  of  the 
producers.   This  bill,  however,  takes  positive  action  to  protect 
all  the  producers  and  ensures  that  future  activities  will  be  open, 
fair  and  just. 

Recent  events  have  exacerbated  the  distrust  that  farmers  and 
ranchers  have  of  the  exchanges.   This  legislation  provides 
meaningful  solutions  that  will  build  the  framework  for  an 
atmosphere  of  trust  and  confidence  In  this  important  Industry. 
Farmers  and  ranchers  have  a  real  need  for  a   price-discovery 
system.   These  changes  will  ensure  that  there  will  be  a  price- 
dlscovery  mechanism  In  which  farmers  and  rancher*  can  place  their 
trust  and  confidence. 
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RRTionnL 
FnnmERS 


Tha  HonorBbla  Patrick  J.  Laahy 
Unitfld  SCataa  Sanata 
Haahlngton,  D.C.   20S10 

RE:  Coonodlcy  Bxchanga  Ace 

Daar  Mr.  Chalnun: 

Yaacarday'B  aimouncasanc  of  tha  IndlcbaanE*  of  46  co^ndlcjr 
tradara  and  tha  controversy  aurroundlng  Cho  July  contracta  for 
aoybaana  helgheans  the  skeptic  sm  that  farnierB  and  ranchera  hava 
of  tha  futures  oarket   these  latest  revelationa  exacacbate  tha 
dlatruat  chat  producere  have  of  the  futures  uarket  being  a 
cradlbla  price  setting  neehanlBn  1  have  heard  froB  lltarally 
hundrada  of  our  membBrs  voicing  concam  over  the  Intagrity  of  t:h« 
futures  exchangaa 

Congress  haa  an  opportunity  to  allavlata  nuch  of  tha  111  will 
that  farmerB  have  for  the  futures  exchanges  by  maklnR  major 
changes  in  the  Cannodlty  Exchange  Act  that  is  due  for 
reauthor  I  Elation  this  year.   Sunshine  provisions  are  needed  to 
expose  to  tha  public  the  interworkings  oE  the  Coiiraodity  futures 
Trading  Commission  and  the  exchanges.   Too  often,  decisions  are 
aade  that  smack  of  collusion  at  vorat  and  a  good>old-boy  network 
kC  beat. 

Tha  aatabl  Ishaent  of  memberships  for  the  general -purpose  fan 
organizations  on  the  Commodity  Futures  Trading  Commission  the 
exchanges'  governing  boards  and  disciplinary  comnlttees  vould  be 
another  measure  that  would  be  helpful.  In  general   farmers  are 
dlaguated  and  frustrated  with  a  futures  system  that  they  hava 
little  control  over  and  that  virtually  dictates  the  price  they 
■ill  receive  for  commodities  produced.   Farmers  have  always  been 
skeptical  of  tha  futures  markets  benefits  for  producers   and  nOW 
producers'  confidence  has  sunk  to  an  all-time  low.   If  producers' 
confidence  Is  .ever  to  be  gained  by  the  exchanges ,  than  producers 
■uat  have  participation  In  the  oversight  and  operation  of  tha 
exchanges . 

The  Commodity  Futures  Trading  Commlsalon's  authorities  mat  be 
strengthened,  and  the  agency  oHisC  be  held  accountable  by  Congress 
for  the  oversight  of  the  exchanges.   Strict  enforcement  of 
existing  laws  and  vigorous  prosecution  of  those  caught 
perpetrating  fraud  or  conspiring  to  manipulate  prices  is  needed. 

Farmers,  ranchers  and  those  that  participate  in  the  exchanges 
nuat  be  assured  that  commodity  prices  are  a  result  of  the  forces 
of  the  narketplace,  end  that  prices  have  not  been  manipulated  by 
unscrupulous  individuals  or  corporations 

The  House  Committee  on  Agriculture  has  already  made  Meaningful 
rsvlalons  In  the  legislation  that  it  has  passed  and  the  Senate 
CoBBlttea  on  Agriculture,  Nutrition  and  Forestry  Is  preparing  for 
action  this  fail.   The  consideration  of  these  suggestions  uould 
help  enhance  the  exchanges   image  vith  farmers  and  ranchers  and 
alleviate  much  of  the  suaplclon  and  distrust  that  producers  nov 

Thank  you  for  your  consideration  and  tine  on  this  matter. 

Sincerely, 


W  Maryland  Avenue,  S.W.  •  Sulla  »2W  •  WashlnBton,  D.C,  20024  •  PI 
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The  Chairman.  Thank  you,  Mr.  Eken.  I'm  sorry  we're  going  to 
have  to  stick  to  the  light  system  because  of  the  Senate  schedule 
this  morning,  which  includes  a  joint  meetii^  of  the  House  and  the 
Senate.  We  will  probably  have  to  stop  at  10.  If  there  is  anyone  left, 
then  I  will  be  willing  to  come  back  again  at  10  tonight.  Iliat'B  the 
situation  we  are  in.  I  appreciate  the  testimony  and  also  could  not 
agree  more  on  the  2  cents.  It's  a  small  price  to  pay  for  credibility. 

Mr.  Frick. 

STATEMENT  OF  JACK  FRICK,  CHAIRMAN,  FUTURES  SUBCOMMIT- 
TEE, NATIONAL  CATTLEMEN'S  ASSOCIATION.  SCOTT  CITY,  KS 

Mr.  Frick.  Thank  you,  Mr.  Chairman. 

INTRODUCTION 

I  am  Jack  Frick,  and  I  represent  the  National  Cattlemen's  Asso- 
ciation (NCA)  here  today.  I'm  chairman  of  the  Futures  Subcommit- 
tee of  that  organization.  I  tJso  represent  them  to  the  Commodity 
Futures  Trading  Commission  (CFTC)  Agriculture  Advisory  Commit- 
tee. NCA  has  been  active  in  the  past  on  reauthorization  of  the 
CFTC  and  worked  with  the  CFTC  and  exchanges  on  futures-related 
issues. 

INTEGRiry  IN  THE  MARKETFIACE  IS  AN  ABSOLUTE  NECESSITY 

Integrity  in  the  marketplace  is  sm  absolute  necessity  if  we  are 
going  to  have  a  market  that  our  membership  and  our  industry  can 
use  for  risk  maneigement.  That's  why  we're  so  interested  in  this 
particular  reauthorization. 

TTTLE  I — AUTHORIZATION  OP  APPROPRIATIONS 

We  would  like  the  CFTC  to  become  a  permanent  agency  and 
with  annual  oversight  hearings.  We  think  that  the  funds  could  be 
used  much  more  efficiently  if  they  had  permanent  authorization, 
and  they  would  not  have  to  be  preparii^  for  a  reauthorization 
process  every  3  years.  I  think  most  of  those  funds  could  be  redirect- 
ed for  BurveUlance  and  oversight  in  the  futures  market. 

The  bill  as  presented  does  allow  increased  funds,  increeised  per- 
sonnel and  funding.  Increased  personnel  could  be  hired  by  the 
CFTC.  This  is  central  to  the  mission  of  the  Commodity  Futures 
Trading  Commission  on  what  we  need  for  them  to  look  for  in  the 
futures.  Personnel  and  funding  have  been  outstripped  in  the  last 
several  years  by  the  tremendous  increase  in  the  futures  msu-ket. 

WE  BEUEVE  THAT  THE  EXCHANGES  SHOULD  BE  SELF-REGULATED 

We  believe  that  the  exchai^es  should  be  self-regulated,  and  that 
the  CFTC  should  draw  the  guidelines  that  they  want  the  exchai^es 
to  meet,  and  then  the  CFTC  to  check  to  see  whether  they  are 
reaching  those  guidelines.  I  think  the  guidelines  can  be  set  and  ex- 
changes can  have  a  lot  more  creativity  on  how  they're  goii^  to 
reach  those  objectives,  and  they  can  be  much  more  efficient  and  de- 
termined in  that  than  the  CFTC  havii^  to  dictete  exactly  how 
they're  going  to  reach  those  objectives.  So  we  strongly  beUeve  in 
self-regulation.  I  think  the  concept  of  CFTC  as  a  strong  ove      :ht. 
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and  they're  going  to  need  the  adequate  resources  and  personnel  to 
be  able  to  do  that. 

AUDIT  TRAIL 

The  audit  trail  is  one  area,  is  the  main  area  that  our  committee, 
National  Cattlemen,  is  probably  pretty  unhappy  with.  I  know  we 
^pent  a  lot  of  time  on  the  audit  trail  yesterday,  or  your  committee 
did,  and  I  think  it's  a  little  bit  tricky  in  that  the  only  trades  that 
are  stamped  on  an  audit  trail  ie  the  outside  trades  that  are  called 
in  from  the  country.  The  trades  of  floor  traders  are  only  stamped 
for  time  within  a  30-minute  time  bracket  that  that  trade  was 
made.  And  if  they  did  not  take  the  other  side  of  the  trade  from  an 
outside  order,  that  card  is  not  time-stamped. 

We  maintain  that  an  adequate  audit  trail  cannot  be  determined 
with  only  outside  orders  time-stamped.  When  they  come  in,  time- 
stamped  at  the  desk,  time-stamped  at  the  pit  when  the  trade  is 
done,  and  then  when  it  goes  back  out.  So  I  think  there's  a  big  gap 
in  there,  and  I  think  that's  a  very  tricky  thing  and  elusive  to  get 
an  adequate  audit  trail  established.  And  we  surely  want  the  1- 
minute  guarantee  of  recreating  the  audit  trail.  The  fact  is,  with 
today's  electronics  and  computerization,  it's  hard  for  me  to  imagine 
that  we  cannot  get  that  done  even  on  a  faster  pace  than  what  the 
bUl  calls  for. 

WE  DO  SUPPORT  RESEARCH  OF  THE  HAND-HELD  ELECTRONIC  RECORDING 

We  do  support  research  of  the  hand-held  electronic  recording, 
and  I  think  that  could  be  tied  in  with  a  computerized  trade  restruc- 
turing. All  those  trades  would  be  entered,  and  they  would  be  pretty 
much  in  order.  You'd  have  who  traded  and  what  price,  and  I  just 
think  with  today's  electronics  that  we  should  be  doing  that,  and 
very  quickly. 

WE  ARE  OPPOSED  TO  MOST  DUAL  TRADING  UNTIL  WE  CAN  DEVELOP  AN 
ADEQUATE  AUDIT  TRAIL 

Dual  tradii^,  we  are  opposed  to  most  dual  trading  until  we  can 
develop  an  adequate  audit  trail,  and  I  think  there's  been  some  pro- 
visions for  some  exemptions  on  the  dual  trading  issue  in  the  bill. 
We  would  agree  with  most  of  those  as  it  pertains  to  spreads  and 
that  kind  of  thing. 

WE  SUPPORT  FLOOR  TRADER  REGISTRATION 

We  support  floor  trader  registration,  and  pensilties  we  think 
should  be  adhered  to  strongly  by  the  exchanges  and  be  uniform.  A 
major  rule  violation,  first  offense,  should  be  6  months'  suspension 
and  the  second  offense  expulsion  of  a  trader  whenever  they  do 
that. 


We  believe  in  ethics,  but  we  refilize  you  can't  dictate  or  legislate 

ethics.  But  I  think  they  should  be 

The  Chairman.  Be  sure  to  enforce  the  rules. 
Frick.  Yes.  Thank  you. 
prepared  statement  of  Mr.  Frick  follows:] 
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Good  morning,  Mr.  Chairman  and  membera  of  thia  Conroittee. 
My  name  is  Jack  Frick,  I  am  from  Scott  City,  Kansas  and  curcencly 

Cattlemen  s    Aasor;iation  (NCft)  and  as  the  NCA  representative  on 
the  Commodity  Futui-e.^  Trading  Comniission  (CFTC) ,  agricultural 
advisory  committee.   We  at  NCA  thank  you  for  the  opportunity  to 
express  our  views.   in  1987-88,  NCR  appointed  a  task  force 
Charged  with  niaking  recommendations  to  improve  the  contract 
specifications.   Today,  the  NCA  and  the  Chicago  Mercantile 
Exchange  (CME)  continue  working  to  achieve  significant 
improvements  in  the  cattle  futures  contracts. 

There  is  always  room  for  improvement  as  inijicated  by  the  FBI 
inveacigation  and  actions  in  the  Board  of  Trade  soybean  pit 
publicized  earlier  thia  year. 

He  at  HCA  commend  you  for  moving  forward  in  a  timely  manner 
with  hearings  and  the  aubSf^quent  introduction  of  The  Futures 
Trading  Practicea  ficc  Of  198^   KCA  has  a  Strong  history  of 


J  today  will  address  t 


Title  I  -  AuthoclEtttlon  of  J^^copclatlona 

Permanent  authorization  of  the  CFTC  -with  annual  oversight 
hearings  is  supported  by  the  National  Cattlemen's  Association. 
This  peimanency  is  long  overdue  and  will  allow  the  Commission  to 
redirect  some  of  ita  funds  to  accomplish  the  expanded  tasks  as 
outlined  in  the  Futures  Trading  Practices  Act  of  1989.   The  five 
year  extension  proposal  in  the  Act  is  a  major  step  In  that 
direction. 

Adequate  numbers  of  highly  trained,  qualified,  experienced 

personnel  are  central  to  the  accomplishment  of  any  mission.  NCA 
supports  CrTC  requests  for  increased  personnel  and  funding,  which 
have  been  outstripped  by  gtowth  in  the  futures  industry  during 
recent  years.   On  one  specific  issue,  fwriodic  verification  of 
positions  held  by  commercial  traders  as  bonafide  hedges  is  the 
type  of  information  that  increased  surveillance  should  create. 

TitJ.e  II   -   Floor  Surveillance  and  Dual  Trading 

NCA  supports  the  concept  of  self-regulation  by  the  futures 
industry  with  continued  strong  oversight  by  the  CFTC.   Strict 
adherence  to  the  increased  penalties  proposed  by  the  CME  Special 
Committee  to  Review  Trading  froctices  and  other  regulatory 
measures  will  be  mote  meaningful  than  increasing  the  number  of 
CFTC  personnel  on  the  trading  floor.   The  concept  of  CFTC  as  a 
strong  oversight  regulator  with  adequate  resources  to  monitor 
trading  practices  is  a  more  viable  concept  tl 
physical  presence  in  the  trading  pita. 
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Cnmmlaalnn  Qgara^ihC  —  As  long  as  pit  broker  cards  are  bracketed 
into  3P  minute  segments,  narrowing  the  audit  trail  for  outside 
paper  will  be  relatively  ineanlngless.   Increased  audit  procedures 
to  cross-match  information  on  a  pit  broker's  card  with  the 
bcokerage  house's  outside  orders  is  supported  by  NCA.   NCA 
supports  increased  research  Into  the  use  of  hand-held  electronic 
recording  devises  or  other  emerging  technologies  to  record  pit 
broker  transactions  in  lieu  of  the  traditional  hand  recorded  pit 
broker  cards.   The  futures  industry  has  committed  research  funds 
to  develop  this  technology.   NCA  supports  continued  pressure  from 
all  sectors  to  assure  the  technology  is  developed  and  adopted. 

The  use  of  electronic  systems  in  place  of  "open  outcry" 
offers  unlimited  advantages  in  recordkeeping  market  surveillance, 
ease  of  use,  and  opens  opportunities  for  additional  refinement  of 
Computerized  Trade  Reconstruction.   NCA  strongly  encourages  the 
exchanges  to  in^jlement  electronic  trading  systems  during  normal 
trading  hours  aa  an  alternative  to  "open  outcry"  as  these 
technologies  become  refined  and  perfected. 

NCA  supports  the  concept  of  separate  time  brackets  for 
market  openings  and  closings.   Opening  and  closing  of  trading 
sessions  often  have  a  wide  trading  range.   HCA  recomnends 
increased  auditing  to  evaluate  if  fills  for  pit  brokers  are 
better  than  for  outside  orders.   Statistical  probabilities  of 
equal  treatment  among  pit  brokers  and  outside  trades  are 
reconmended  for  orders  filled  on  the  open  and  close. 

Closer  and  more  frequent  monitoring  of  positions  held  by 
registered  "commercial"  traders  is  recommended  to  assure  that 
those  positions  are  in  fact  bonafide  hedge  positions.   Auditing 
procedures  may  be  required  to  establish  that  the  commercial 
trader  in  fact  has  product  or  orders  in  the  physical  market  that 
are  being  offset  by  hedge  positions  in  the  futures  market. 

Dual  Tf'jtf'j  —  HCA  supports  elimination  of  dual  trading  pending 
adoption  of  audit  trail  technology  "capable  of  capturing 
transaction  times  independently  precisely  and  conpletely." 
Currently,  brokerage  house  orders  are  time-stamped  going  into  and 
out  of  e^tchanges,  but  pit  broker  cards  submitted  for  clearing  are 
only  indicated  by  30  minute  time-braclcets .   An  accurate  audit 
trail  cannot  be  reconstructed  with  the  30  minute  bracketing  of 
pit  broker  cards.  Elimination  of  dual  trading  is  recoimiended 
across  all  commodities  or  those  pita  eliminating  dual  trading 
will  be  placed  at  a  competitive  disadvantage.   Traders  or 
associations  wishing  to  continue  dual  trading  will  migrate  to 
pits  where  it  is  alloxed  unless  the  practice  is  universally 
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HCA  is  sympathetic  to  claims  that  elimination  of  dual 
trading  could  reduce  voluine  traded  in  aome  contract  months.   At 
this  time,  however,  it  is  believed  that  the  loss  of  public 
confidence  from  allowing  dual  trading  outweighs  the  potential 
gains  froin  the  additional  liijuidity  provided  by  continuation  of 
the  practice.   Producer  confidence  is  paramount  to  their 
continued  use  of  the  markets. 

Tltln  III  -  Broker  Aaaociations 

Public  confidence  in  futures  markets  could  be  increased  by 
disclosure  of  broker  association  meinberahip .   NCA  supports 
membership  disclosure  and  elimination  of  dual  trading  for 
individual  traders  and  banning  members  of  a  broker  association 
from  trading  for  their  personal  accounts  in  all  Exchange  markets 
against  orders  ejiecuted  by  members  of  the  same  broker  association 
regardless  of  profit  sharing  arrangements.   Allowing  dual  trading 
to  continue  within  broker  groups  but  prohibiting  it  by  individual 
traders  places  the  individual  trader  at  a  comparative 
disadvantage  while  doing  little  to  address  the  intui 

litl*  IV  -  Governing  Structure 

Strengthening  self  disciplinary  committees  will  help  r 
integrity  to  the  markets.   Greater  representation  by  non-floor 
membership  is  a  necessary  step.   The  CKE  currently  appoints  one 
non-voting  member  and  two  members  each  to  the  Live  Cattle  and 
Peeder  Cattle  Committees.   NCA  has  had  past  representation  on  the 
CME  Board  of  Governors.   He  encourage  and  support  continued  and 
increased  representation  on  eKChange  governing  boards  and 
disciplinai 


jpporta  banning 

members  committing  any  major  rule 

minor  rule  violation  within  the  last 

from  serving  on 

exchange  disciplinary  or  oversight 

Title  V  -  I-loor  Trad«r  ReglstraCion 

finy  action  to  ensure  that  Individuals  operating  as  floor 
traders  or  brokers  are  legitimate  will  increase  market 
confidence .  As  we  have  seen  recently,  a  few  bad  apples  can  leave 
the  public  with  the  impression  the  whole  bunch  is  rotten.  NCR 
supports  increased  admission  requirements.  More  comprehensive 
background  checks  coupled  with  a  required  formalized  education 
program  should  be  mandatory. 

Xltla  VI  -  Penalties 

The  concept  of  self  regulation  with  strong  CFTC  oversight  ia 
supported  by  NCA.   Without  strict  enforcement  of  penalties, 
regulation  lacks  the  teeth  to  ensure  compliance  with  self-imposed 
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violations  as  cecommended  by  tha  C 

A.  Major  rule  violations 

1.   First  offense  -  Six  months  suspension  of  all 

meinberstiip  privileges;  and 
2. Second  offense  -  Expulsion. 

B.  Minor  rule  violations 

1.  First  offense    Thirty  days  ausponsion  of  all 
raembecship  privilegea; 

2.  Second   offense    Six  mcntha  suapenaion  of  all 
rnenibership  privileges; 

3.  Third  offense    One  year  ausponaion  Of  Oil 
membership  privileges;  and 

4.  Fourth  offense  -  Expulsion. 

Title  VII  -  Assistanca  to  Foralgn  Puturaa  HubhorlfciaB 

Ho  specific  connents. 

Title  VIII  -  Ganaral  Provlsiona 

gT.hif-n  Training  fnr  BHglat-.rarrt-.a  —  The  integrity  Of  aelf 

regulation  io  directly  tied  to  ethical  standards.   Extensive 
ethics  training  will  establish  both  the  seriousness  and 
:ollection  of  ethical  standards. 

I  and  Sn-fT-fmnni-  —  KCA  coninuhicated 
1  CFTC  chairmart,  Wendy  Gcainm,  and  urged  oonpleto  and 
the  recently  completed  FBI 


In  responae  to  HCA  activities,  USDA  and  CFTC  agreed  on 
formal  liaison  activities  in  October  1987,   Full  cooperation  by 
the  CFTC  with  other  regulatory  and  enforcement  agencies  will 
enhance  the  overall  effectiveness  of  the  regulatory  effort. 

The  reauthorization  is  a  lengthy  process  and  we  appreciate 
thia  committee's  efforts.   Our  meinbers  share  many  of  the  aane 
concerns  you  have  heard  from  other  market  participants. 
Returning  market  integrity,  in  light  of  the  recent  inveatigstion, 
and  eataclishing  CFTC  as  t-.he  futures  regulatory  agency  are  sought 
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The  Chairman.  Thank  you  very  much. 

Harvey  Joe  Sanner,  it's  good  to  see  you  agtiin.  You  have  been  in 
this  room  before  many  a  time.  Go  eihead.  We  welcome  you  here. 

STATEMENT  OF  HARVEY  JOE  SANNER,  NATIONAL  PRESIDENT, 
AMERICAN  AGRICULTURE  MOVEMENT,  DES  ARC,  AR 

Mr.  SAI4NER.  Thfuik  you. 

I  am  Harvey  Joe  Sanner.  I  feirm  rice  and  soybeans  in  Prairie 
County,  ArkanBas,  and  I'm  president  of  the  American  Agriculture 
Movement, 

First  of  all,  I  want  to  commend  you  and  Senator  Lugar  for  what 
you're  doing  with  this  legislation.  We  vitally  support  it.  I  had  a 
nice  statement,  but  Senator  Eeigleton  pretty  well  read  it  yesterday 
about  the  legislation. 

The  Chaibman.  He  didn't  mince  words,  did  he? 

Mr.  Sannkr.  He  did  not.  I  like  him.  I  may  try  to  sign  him  up  in 
AAM  the  next  time  I  see  him. 

The  Chairhan.  You  have  to  be  ceu^ful.  Remember,  they  signed 
him  up  to  be  a  public  member  of  the  CME  board  out  there. 
[Laughter.] 

At  the  next  board  meeting,  someone  may  question  who  asked 
him  to  join.  But  one  thing  about  Tom  Eagleton  that  we  found  out, 
all  of  us  who  served  with  him,  is  that  if  he  had  a  feeling,  he  said  it. 
He  used  to  give  Democrats  and  RepublicEins  alike  holy  unshirted 
hell  when  he  felt  it  was  necessary.  So  you  may  find  that  if  you  get 
him  in  there,  he  may  do  the  same  to  you. 

Mr.  Sanner.  He  may  be  looking  for  a  new  home  after  yesterday. 

ACCOUNTABlLiry  FROM  THE  CFTC  AND  THE  CBOT  IN  THAT  THE  nECI- 
SIONS  THEY  MAKE  SEEM  TO  HAVE  ABSOLUTELY  NO  CONCERN  FOR 
WHAT  THE  IMPACT  IB  ON  AGRICULTURE 

I  want  to  talk  to  you  about  something  a  little  different.  Again, 
we  support  the  legislation  and  commend  you  for  what  it  has  done, 
but  there's  an  area  that  we're  primarily  concerned  about  that  I 
don't  think  it  addresses.  That's  accountability  from  the  CFTC  and 
the  CBOT  in  that  the  decisions  they  make  seem  to  have  absolutely 
no  concern  for  what  the  impact  is  on  agriculture. 

CBOT  JULY  11  RULING 

I  got  off  a  combine  day  before  yesterday,  combining  in  soybeans 
that  were  worth  $5.50.  They  were  worto  $7.50  when  the  CBOT 
made  the  July  11  ruling  they  did.  They  should  be  worth  $9.50  if 
you  look  at  stocks  and  past  history.  We've  had  hundreds  of  millions 
of  dollars  jerked  out  of  the  farm  community  due  to  that  action  on 
July  11.  I  m  hoping  the  committee  will  look  into  this  issue  as  we 
move  on  down  the  road  in  examining  how  the  CFTC  and  the  CBOT 
acted. 

We  think  we've  been  damaged  far  more  than  anything  else  this 
committee  could  do  as  far  as  rural  development.  If  you  look  at  the 
dollars  we've  lost  in  the  ffirm  community  over  that  action  that  was 
condoned  by  the  CFTC,  I  think  we've  seen  more  damage  done  to 
rural  America  than  at  any  time  since  I've  been  farming.  Hundreds 
f  millions,  possibly  even  billions  of  dollars.  No  one  knows  how 
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long  it's  going  to  take  us  to  overcome  this  conGdence  that's  been 
shook — lack  of  confidence,  I  might  say,  in  the  market  now. 

I've  had  letters  and  calls  from  all  over  the  United  States.  I've 
had  letters  from  the  grain  buyers  in  Russia,  China,  Germeiny,  com- 
plaining about  what  happened  on  July  11  emd  how  something 
needed  to  be  done  about  it.  So  that's  an  issue  that's  really  of  con- 
cern to  us.  I  am  hoping  that  if  we're  going  to  have  an  agency  like 
CFTC  and  we  are  going  to  fund  them,  they  should  have  to  consider 
what  the  impact  is  going  to  be  on  producers.  After  all,  it  is  our  live- 
lihood, as  Willis  mentioned  eeirlier. 

We've  heard  a  lot  about  risk  transfer,  that  that's  what  the 
system  is  supposed  to  be  doing,  and  it's  done  quite  well.  It's  trans- 
ferred all  the  risk  to  producers.  That's  what  I  see  it  doing.  It's 
transferred  all  the  risk,  actually  took  the  money  out  of  farmers' 
pockets  on  July  11. 

We've  heard  about  the  circuit  breakers  that  they  put  in  place. 
Well,  fooling  around  in  tractor  sheds  eind  all,  I  know  normally 
when  you  have  a  circuit  breaker  to  trip,  you've  had  a  deeid  short 
somewhere.  I  think  we've  seen  some  deeid  shorts  in  that 
marketplace. 

So  I  would  like  to  commend  you  for  what  you  have  done,  and 
please  go  on  and  exzimine  the  impeict  on  farmers  and  what  it's 
meant  to  us.  What  are  we  going  to  do  about  this  situation  in  the 
coming  months.  It's  going  to  be  devastating  to  farmers  as  lost 
Income.  It's  going  to  push  many  of  them  out  of  business,  this  one 
simple  act  that  they  did.  That  needs  to  be  addressed. 


As  far  as  audit  trails,  I'm  much  more  concerned  with  the  money 
trail.  I  want  to  know  where  the  money  went.  I  want  to  know  where 
^ose  millions  of  dollars  went  that  should  have  come  to  farmers.  It 
went  to  someone  else  in  that  market.  That  needs  to  be  determined. 
And  I'd  like  to  know  how  we're  going  to  get  it  back  into  the  farm- 
ers' pockets  where  it  should  have  been  to  start  with. 

I  realize  we're  talking  about  reauthorization  of  the  CFTC  here, 
and  maybe  these  issues  are  somewhat  aside.  But,  after  all,  if  we're 
going  to  reauthorize  them  and  they're  going  to  do  the  same  thing 
again,  they're  going  to  condone  this  kind  of  action  without  any 
r^ard  to  the  farm  community.  I  think  the  gentleman  yesterday 
hsS  a  good  point:  Why  do  we  need  them?  Let's  let  the  SEC  or  some- 
one else  do  this  job.  U  they  can't  do  a  better  job  than  what  they've 
done  for  the  farm  community,  I'd  say  take  the  money  and  spend  it 
somewhere  else.  Put  it  on  target  prices.  I  can  use  it  there. 

Thank  you,  sir. 

The  Chairman.  Thank  you  very  much. 

I  think,  as  I  said  ye8terdi^[j^hat  there  are  those  who  would  like 
to  just  do  away  with  the  CFTC  and  put  futures  trading  under  the 
jurisdiction  of  the  SEC.  In  many  ways,  this  reauthorization  is  ex- 
tremely important.  If  Congress  and  the  public  do  not  see  a 
strengthened  CFTC,  one  that  can  be  a^ressive  and  do  the  things 
that  it's  supposed  to  do,  then  there  will  be  a  movement  in  the  Con- 
gress— ultimately  successful — to  do  away  with  the  CFTC.  That's 
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why  these  heeiringB  are  extremely  important.  I  thank  you  for  being 
here. 

I  yield  to  Senator  Lugar  if  he  has  any  questions. 

Senator  Lugar.  I  would  just  express  my  own  appreciation  to 
each  of  the  members  of  this  producer  pemel.  Clearly,  your  thoughts 
have  been  reflected  in  what  the  chairman  has  said  and  what  both 
of  us  have  tried  to  say  in  the  legislation.  We  speak  for  the  farmers, 
for  the  public  of  this  country.  We  are  trying  to  maintain  surveil- 
lance over  CFTC  and  the  exchanges.  It  la  a  busy  process,  as  you 
observed.  But  we  appreciate  your  own  personal  testimony  as  well 
as  the  participation  of  your  orgfinizations  this  morning. 

The  Chairman.  Thank  you,  gentlemen.  I  apologize  for  your 
having  to  wait  overnight,  and  I  wish  you  all  a  safe  trip  back  home. 

I  invite  Charles  Nastro,  the  chairman  of  the  Coffee,  Sugar  & 
Cocoa  Exchange;  Doneild  Conlin,  the  chairman  of  the  board  of  man- 
agers. New  York  Cotton  Exchange;  Michael  Braude,  the  president 
and  chief  executive  officer  of  the  Kansas  City  Board  of  Trtide;  and 
James  Lindau,  the  president  of  the  Minneapolis  Grain  Exchange  to 
come  forward. 

Gentlemen,  as  I  said  to  the  others,  I  am  sorry  we  were  unable  to 
get  to  your  testimony  yesterday.  Unfortunately,  the  Senate  has  a 
number  of  m^or  issues  before  it  which  threw  everything  else  off.  I 
appreciate  your  willingness  to  stay  over. 

Mr.  Nastro,  let's  start  with  you,  sir. 

STATEMENT  OF  CHARLES  P.  NASTRO,  CHAIRMAN.  COPPEE, 
SUGAR  &  COCOA  EXCHANGE,  NEW  YORK,  NY 
Mr.  Nastro.  Good  morning,  Mr.  Chairman. 

INTRODUCTION 

My  name  is  Charles  Nastro.  I  am  the  chairman  of  the  board  of 
the  Coffee,  Sugar  &  Cocoa  Exchange  in  New  York  City.  I  am  also 
Em  executive  vice  president  and  director  of  commodity  administra- 
tion at  Shearson  Lehman  Hutton,  Inc. 


Our  exchfuige,  founded  in  1882,  is  the  preeminent  world  market 
for  trading  futures  and  options  in  coffee,  sugar  and  cocoa.  Our  con- 
tracts are  heavily  used  by  commercial  interests  engaged  in  the  pro- 
duction, exportation,  distribution  and  processing  of  these  three 
commodities. 

In  order  to  maintain  the  trust  Euid  confidence  of  our  trading  con- 
stituency, we  are  committed  to  metintaining  the  highest  standards 
of  integrity. 

Some  years  ago  we  installed  a  sophisticated  computerized  infor- 
mation system  to  support  our  compliance  program  and  our  market 
surveillance  efforts.  Last  year,  our  board,  recognizing  that  our 
needs  had  outgrown  our  capabilities,  authorized  the  exchange  staff 
to  develop  improvements.  The  board  has  authorized  approximately 
$5  million,  representii^  over  20  percent  of  our  total  revenues  for 
1   ;9. 
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We  support  the  goal  of  this  bill  to  ensure  that  our  markets  main- 
tain the  highest  standards  of  integrity.  In  fact,  we  believe  many  of 
the  bill's  provisions  etre  salutary. 

CONCERN  OVER  SOME  PROVIStONS  OF  THE  BILL 

However,  we  are  greatly  conramed  that  some  of  tiiose  provisions 
could  sweep  over  small  businessmen  who  have  served  the  markets 
honestly  and  effectively  and  damage  our  competitive  position. 

The  concern  about  foreign  competition  is  important  to  us.  Fu- 
tures contracts  in  our  commodities  are  traded  on  exchanges  around 
the  world.  In  fact,  in  London,  that  market  trades  sugar  and  cocoa 
contracts  that  are  identical  to  ours.  Right  now,  their  cocoa  volume 
almost  equals  ours.  Commercial  users  of  our  excheuige  use  those 
markets,  and  business  can  be  diverted  from  our  exchange  to  theirs 
in  a  matter  of  seconds. 

We  are  not  here  to  attack  what  you  are  trying  to  do  but,  rather, 
to  work  with  you  to  achieve  some  of  your  goals.  The  bill  is  very 
complex.  Since  it  has  been  introduced,  there  has  not  been  sufficient 
time  to  understand  all  of  its  implications. 

The  bill  would  require  that  in  3  years  all  exchanges  have  in 
place  systems  that  will  record  all  trades  by  a  source  independent  of 
the  executing  broker.  We  would  be  delighted  to  have  such  a 
system,  but  we  have  no  way  of  being  certam  that  what  the  bill  is 
calling  for  is  feasible. 

The  New  York  exchai^es  have  been  working  on  developing  a 
trade  recordii^  system  that  would  utilize  a  hand-held  device 
whereby  floor  brokers  could  record  their  trades  and  have  them 
timed  electronically.  We  have  no  idea  at  this  point  whether  the 
system  will  work.  It  may  be  that  the  system  will  prove  to  be  a  pan- 
acea, but  it  may  also  prove  to  be  a  failure. 

Perhaps  there  are  other  solutions,  but  at  this  time  we  have  no 
idea  what  their  des^  would  be.  And,  equally  importantly,  we 
have  no  idea  what  the  cost  would  be.  Our  exchange  is  a  small  insti- 
tution with  annual  revenues  of  approximately  $20  million.  There 
are  limits  to  what  can  realistically  be  expected  from  those  re- 
sources. We  hope  that  this  committee  does  not  impose  a  cost 
burden  that  only  the  largest  and  most  powerful  exchai^e  can 
absorb,  thereby  perhaps  destroying  the  smaller  markets. 

The  bill  would  also  make  futures  commission  merchEmts,  like 
myself,  liable  for  violations  committed  tw  independent  floor  bro- 
kers whom  they  select  to  execute  trades.  If  the  futures  commission 
merchant  does  not  use  "due  diligence"  in  selecting  a  floor  broker 
or  in  monitoring  the  execution  of  a  trade  by  him,  the  futures  com- 
mission merchant  could  be  liable  for  punitive  damages,  which 
could  be  Eistronomical.  The  concept  of  "due  diligence"  in  the  selec- 
tion of  floor  brokers  is  new  and  untried.  No  such  burden  exists  on 
brokerage  firms  in  the  securities  industry. 

The  potential  exposure  and  risk  of  liability  under  this  provision 
is  such  that  many  futures  commission  merchants  mtty  cease  doing 
business  with  independent  floor  brokers  and  hire  their  own.  The 
result  would  be  that  numerous  floor  brokers  may  be  driven  out  of 
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and  they're  going  to  need  the  adequate  resources  and  personnel  to 
be  able  to  do  that. 

AUDIT  TRAIL 

The  audit  trail  is  one  area,  is  the  main  area  that  our  committee. 
National  Cattlemen,  is  probably  pretty  unhappy  with,  I  ^ow  we 
spent  a  lot  of  time  on  the  audit  trail  yesterday,  or  your  committee 
md,  and  I  think  it's  a  little  bit  tricky  in  that  the  only  trades  that 
are  stamped  on  an  audit  trail  is  the  outside  trades  that  are  called 
in  from  me  country.  The  trades  of  floor  traders  are  only  stamped 
for  time  within  a  30-minute  time  bracket  that  that  trade  was 
made.  And  if  they  did  not  take  the  other  aide  of  the  trade  from  an 
outside  order,  that  card  is  not  time-stamped. 

We  maintain  that  an  adequate  audit  trail  cannot  be  determined 
with  only  outside  orders  time-stamped.  When  they  come  in,  time- 
stamped  at  the  desk,  time-stamped  at  the  pit  when  the  trade  is 
done,  and  then  when  it  goes  back  out.  So  I  tnink  there's  a  big  gap 
in  there,  and  I  think  that's  a  very  tricky  thing  and  elusive  to  get 
an  adequate  audit  trail  established.  And  we  surely  want  the  1- 
minute  guarantee  of  recreating  the  audit  trail.  The  fact  is,  with 
today's  electronics  and  computerization,  it's  hard  for  me  to  imagine 
that  we  cannot  get  that  done  even  on  a  faster  pace  than  what  the 
bill  calls  for. 

WE  DO  SUPPORT  RESEARCH  OF  THE  HAND-HELD  ELECTRONIC  RECORDINO 

We  do  support  research  of  the  hand-held  electronic  recording, 
and  I  think  that  could  be  tied  in  with  a  computerized  trade  restruc- 
turing. All  those  trades  would  be  entered,  and  they  would  be  pretty 
much  in  order.  You'd  have  who  traded  and  what  price,  and  I  just 
think  with  today's  electronics  that  we  should  be  doing  that,  and 
very  quickly. 

WE  ARE  OPPOSED  TO  MOST  DUAL  TRADING  UNTIL  WE  CAN  DEVELOP  AN 
ADEQUATE  AUDIT  TRAIL 

Dual  trading,  we  are  opposed  to  most  dual  trading  until  we  can 
develop  an  adequate  audit  trail,  and  I  think  there's  been  some  pro- 
visions for  some  exemptions  on  the  dual  trading  issue  in  the  bill. 
We  would  agree  with  most  of  those  as  it  pertains  to  spreads  and 
that  kind  of  thii^. 

WE  SUPPORT  FLOOR  TRADER  REGISTRATION 

We  support  floor  trader  registration,  and  penfilties  we  think 
should  be  adhered  to  strongly  by  the  exchanges  and  be  uniform.  A 
m^'or  rule  violation,  tirst  offense,  should  be  6  months'  suspension 
and  the  second  offense  expulsion  of  a  trader  whenever  they  do 
that. 


We  believe  in  ethics,  but  we  realize  you  can't  dictate  or  legislate 

ethics.  But  I  think  they  should  be 

l^e  Chairman.  Be  sure  to  enforce  the  rules. 
Mr.  Frick.  Yes.  Thank  you. 
The  prepared  statement  of  Mr.  Frick  follows:] 
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Good  morning.  He.  Chairman  and  raenbera  of  this  Conmittoe . 
Hy  name  is  Jack  Fzick,  I  am  £Eom  Scott  City,  Kansas  and  curiently 
serve  as   chalcman  of  the  Futucea  Subcommittee  toe   the  National 
CatClemen's  Asaociation  (NCA)  and  as  the  HCA  repreaentative  on 
the  CoiniiiDditY  Futures  Trading  Commission  (CFTC) ,  agricultural 
advisory  cormittee .   We  at  NCA  thanli  you  for  the  opportunity  to 
express  our  views.   In  igBT-BB,  NCA  appointed  a  task  force 
Charged  with  malting  recommendations  to  improve  the  contract 
specifications.   Today,  the  NCA  and  the  Chicago  Mercantile 
Exchange  (CHE)  continue  working  to  achieve  significant 
improvements  in  the  cattle  futu: 


publicized  earlier  this  yeai 

Me  at  NCA  commend  you  for  moving  forward  in  a  timely  manner 
with  hearings  and  the  subsequent  introduction  of  The  Futures 
Trading  Practices  Act  of  1989.  NCA  has  a  strong  history  of 
activity  on  CFTC  reauthorization  and  related  futures  issues.   Th« 
Integrity  of  ttie  markets  is  an  absolute  necessity  if  cattlomen 
are  to  use  these  risk  management  tools  effectively. 

Our  comments  today  will  address  the  bill  titles  aa 
introduced: 

Titl*  I  -  Authocl»tion  of  AppEopriationa 

Permanent  authorization  of  the  CFTC  -with  annual  oversight 
hearings  is  supported  by  the  National  Cattlemen's  Association. 
This  permanency  la  long  overdue  and  will  allow  the  Commission  to 
redirect  some  of  its  funds  to  accoirplish  the  expanded  tasks  as 
outlined  in  the  Futures  Trading  Practices  Act  of  1989.   The  five 
1  proposal  in  the  Act  is  a  major  step  in  that 


Adequate  numbers  of  highly  trained,  qualified,  experienced 
personnel  are  central  to  the  accomplishment  of  any  mission.  NCA 
supports  CFTC  requests  for  increased  personnel  and  funding,  which 
have  been  outstripped  by  growth  in  the  futures  industry  during 
recent  years.  On  one  specific  isaue,  pieriodic  verification  of 
positions  held  by  commercial  traders  as  bonafide  hedges  is  the 
type  of  information  that  increased  surveillance  should  Croat*. 

TltiQ  II  -  Floor  Survaillance  and  Dual  Tradiag 

NCA  supports  the  concept  of  self-regulation  by  the  futures 
Industry  with  continued  strong  oversight  by  the  CFTC.   Strict 
adherence  to  the  increased  penalties  proposed  by  the  CUE  Special 
Committee  to  Review  Trading  Practices  and  other  regulatory 
measures  will  be  more  meaningful  than  increasing  the  number  of 
CFTC  personnel  on  the  trading  floor.   The  concept  of  CFTC  as  a 
Strong  oversight  regulator  with  adequate  resources  to  monitor 
trading  practices  is  a  more  viable  concept  than  increased 
physical  presence  in  the  trading  pits. 
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Conml-aalon  Qgeralght  ~  fts  long  as  pit  broker  cards  are  bracketed 
intn  3P  minute  segments,  narrowing  the  audit  trail  for  outaide 
paper  will  be  relatively  cneaningless .   Increased  audit  procedures 
to  crDSs-niaCCh  information  on  a  pit  broker's  card  with  the 
brokerage  house's  outaide  orders  ia  aupportad  by  NCA.   NCA 

raaaarch  into  the  use  of  hand-held  electronic 
:  other  emerging  technologies  to  record  pit 
broker  transactions  in  lieu  o£  the  traditional  hand  recorded  pit 
broker  cards.  The  futures  industry  has  committed  research  funda 
to  develop  this  technology.  NCA  supports  continued  pressure  from 
all  sectors  to  assure  the  technology  is  developed  and  adopted. 

The  use  of  electronic  systems  in  place  of  "open  outcry" 
offers  unlimited  advantages  in  recordkeeping  market  aurvoillance, 
ease  of  use,  and  opens  opportunities  for  additional  refinement  of 
Computerized  Trade  Reconstruction.   NCA  strongly  encourages  the 
exchanges  to  implement  electronic  trading  systems  during  normal 
trading  hours  as  an  alternative  to  "open  outcry"  as  these 


i   concept  of  separate  time  brackets  for 
:losinga .   Opening  and  closing  of  trading 
t  wide  trading  range.   HCA  reconmends 


better  than  for  outside  orders.   Statistical  probabilities  of 
equal  treatment  among  pit  brokers  and  outside  trades  are 
recommended  for  orders  filled  on  the  open  and  Close. 

Closer  and  more  frequent  monitoring  of  positions  held  by 
registered  "commercial"  traders  is  recommended  to  assure  that 
those  positions  are  in  fact  bonafide  hedge  positions.   Auditing 
procedures  may  be  required  to  establish  that  the  comcnercial 
trader  in  fact  has  product  or  orders  in  the  physical  market  that 
are  being  offset  by  hedge  positions  in  the  futures  market. 

Dual  Tr»■^^''(7  —  NCA  supports  eliinination  of  dual  trading  pending 
adoption  of  audit  trail  technology  "capable  of  capturing 
transaction  times  Independently  precisely  and  completely." 
Currently,  brokerage  house  orders  are  tlme-stanped  going  into  and 
out  of  exchanges,  but  pit  broker  cards  submitted  for  clearing  are 
only  indicated  by  30  minute  tlnw-bracksts .   An  accurate  audit 
trail  cannot  be  reconstructed  xlth  the  30  minute  bracketing  of 
pit  broker  cards.  Elimination  of  dual  trading  is  recomnended 
across  all  commodities  or  those  pits  eliminating  dual  trading 
will  be  placed  at  a  conpetitive  disadvantage.   Traders  or 
associations  wishing  to  continue  dual  trading  will  migrate  to 
pits  where  it  is  allowed  unless  the  practice  la  universally 
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NCA  is  sympathetic  to  claims  that  elimination  of  dual 

trading  could  roducs  volume  traded  in  some  contract  roontha .   At 
this  time,  however,  it  ia  believed  that  the  loss  of  public 
confidence  fcoin  allowing  dual  tcading  outweighs  the  potential 
gains  from  the  additional  liquidity  provided  by  continuation  of 
the  practice.   Producer  confidence  is  paramount  to  their 
continued  use  of  the  markets. 

Titln  III  -  Broker  Aaaoclations 

Public  confidence  in  futures  markets  could  be  increased  by 
disclosure  of  broker  association  membership.   HCA  supports 
membership  disclosure  and  elimination  of  dual  trading  for 
individual  traders  and  banning  members  of  a  broker  association 
from  trading  for  their  personal  accounts  in  all  Exchange  markets 
against  orders  executed  by  members  of  the  same  broker  association 
regardless  of  profit  sharing  arrangements.   Allowing  dual  trading 
to  continue  within  broker  groups  but  prohibiting  it  by  individual 
traders  places  the  individual  trader  at  a  comparative 
disadvantage  while  doing  little  to  address  the  intuitive  concerns 
associated  with  dual  trading. 

Iltl*  IV  -  Gov«xnljig  Stcuctuira 

Strengthening  self  disciplinary  committees  will  help  restora 
integrity  to  the  marlcets.   Greater  representation  by  non-floor 
membership  is  a  necessary  step.   The  CHE  currently  appoints  one 
non-voting  member  and  two  members  each  to  the  Live  Cattle  and 
Peeder  Cattle  Committees.   HCA  has  had  past  representation  on  thtt 
CME  Board  of  Governors.   Me  encourage  and  support  continued  and 
increased  representation  on  exchange  governing  boards  and 
disciplinary  committees. 

NCA  supports  banning  members  committing  any  major  rule 
violation  or  more  than  one  minor  rule  violation  within  the  last 
five  years  from  serving  on  exchange  dlBoiplinary  or  Oversight 
panels. 

Title  V  -  riooE  Irad«E  RaglstraCion 

Any  action  to  ensure  that  individuals  operating  as  floor 
traders  or  brokers  are  legitimate  will  increase  market 
confidence.  AS  we  have  seen  recently,  a  few  bad  apples  can  leave 
the  public  with  the  impreseion  the  whole  bunch  is  rotten.  NCA 
supports  increased  admission  requirements.  More  comprehensive 
background  checks  coupled  with  a  required  formalized  education 
program  should  be  mandatory. 

Title  VI  -  Penaltlea 

The  concept  of  self  regulation  with  strong  CFTC  oversight  is 
supported  by  NCA.   Without  strict  enforcement  of  penalties, 
regulation  lacks  the  teeth  to  ensure  compliance  with  self-impooed 
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HCA  supports  the  adoption 
Utiona  as  recommended  by  t 
lows: 

A.    Major  rule  violations 

First  offense  -  Six  months  suspension  of  all 
membership  privilogoa;  and 
!. Second  offense  -  Bspulsion. 

linor  rule  violations 

First  offense  -  Thirty  days  auspension  of  all 

membership  privileges 

Second  cffense    Six  months  suspension  of  all 

membership  privileges 

Third  offense    One  year  suspension  of  all 

membership  privileges   and 

Fourth  offense  -  Expulsion. 

Tltln  VII  -  Aasistanc*  to  ror*ign  rutnzas  Autbocltiaa 


-  The  integrity  of  self 
ileal  standards .   Bxtena] 
;h  the  seriousness  and 


TlndHrr.ovei:  Opgratlona  and  UnJ'nw.inoni-  —  hCA  communicated 
directly  with  CFTC  chairman,  Wendy  Grarnn,  and  urged  complete  and 
full  cooperation  as  soon  as  the  recently  completed  fBI 
investigation  -was  publicly  announced.   Continued  -coopeiation  and 
participation  by  CFTC  with  other  Investigating  age.^aie^  will 
increase  public  confidence  in  the  integrity  of  futures  mackets. 

in  response  to  NCa  activities,  OSDA  and  CFTC  agreed  on 
formal  liaison  activities  in  October  1987.   Full  cooperation  by 
the  CFTC  with  other  regulatory  and  enforcement  agencies  will 
enhance  the  overall  effectiveness  of  the  regulatory  effort. 

The  reauthorization  is  a  lengthy  process  and  we  appreciate 
this  conmittee'S  efforts.   Our  members  share  many  of  the  same 
concerns  you  have  heard  from  other  inarket  participants. 
Hetutning  market  integrity,  in  light  Of  the  recent  investigation, 
and  estaolishing  CFTC  as  the  futures  regulatory  agency  are  sought 
by  everyone . 
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The  Chairman.  Thank  you  very  much. 

Harvey  Joe  Sanner,  it's  good  to  see  you  again.  You  have  been  in 
this  room  before  meuiy  a  time.  Go  ahead.  We  welcome  you  here. 

STATEMENT  OF  HARVEY  JOE  SANNER,  NATIONAL  PRESIDENT. 
AMERICAN  AGRICULTUIffi  MOVEMENT,  DES  ARC,  AR 

Mr.  Sanner.  Thank  you. 

I  am  Harvey  Joe  Sanner.  I  farm  rice  and  soybeans  in  Prairie 
County,  Arkansas,  and  I'm  president  of  the  American  Agriculture 
Movement. 

First  of  all,  I  weuit  to  commend  you  and  Senator  Lugar  for  what 
you're  doing  wit^  this  legislation.  We  vitally  support  it.  I  had  a 
nice  statement,  but  Senator  Eagleton  pretty  well  read  it  yesterday 
about  the  legislation. 

The  Chairman.  He  didn't  mince  words,  did  he? 

Mr.  Sanner.  He  did  not.  I  like  him.  I  may  try  to  sign  him  up  in 
AAM  the  next  time  I  see  him. 

Ilie  Chairuan.  You  have  to  be  careful.  Remember,  they  signed 
him  up  to  be  a  public  member  of  the  CME  board  out  there. 
[Laughter.] 

At  the  next  board  meeting,  someone  may  question  who  eksked 
him  to  join.  But  one  thing  about  Tom  E^leton  that  we  found  out, 
all  of  us  who  served  with  him,  is  that  if  he  had  a  feeling,  he  said  it. 
He  used  to  give  Democrats  cmd  Republicfms  edike  holy  unshirted 
hell  when  he  felt  it  was  necessary.  So  you  may  find  that  if  you  get 
him  in  there,  he  may  do  the  same  to  you. 

Mr.  Sanner.  He  may  be  looking  for  a  new  home  after  yesterday. 

ACCOUNTABILITY  PROM  THE  CFTC  AND  THE  CBOT  IN  THAT  THE  DECI- 
SIONS THEY  MAKE  SEEM  TO  HAVE  ABSOLUTELY  NO  CONCERN  FOR 
WHAT  THE  IMPACT  IS  ON  AGRICULTURE 

I  want  to  talk  to  you  about  something  a  little  different.  Again, 
we  support  the  legislation  and  commend  you  for  what  it  has  done, 
but  there's  an  area  that  we're  primarily  concerned  about  that  I 
don't  think  it  addresses.  That's  accountability  irom  the  CFTC  and 
the  CBOT  in  that  the  decisions  they  make  seem  to  have  absolutely 
no  concern  for  what  the  impact  is  on  agriculture. 

CBOT  JULY  11  RULING 

I  got  off  a  combine  day  before  yesterday,  combining  in  soybeans 
that  were  worth  $5.50.  They  were  worth  $7.50  when  the  CBOT 
made  the  July  11  ruling  they  did.  They  should  be  worth  $9.50  if 
you  look  at  stocks  and  pekst  history.  We've  had  hundreds  of  millions 
of  dollars  jerked  out  of  the  farm  community  due  to  that  action  on 
July  11.  I  m  hoping  the  committee  will  look  into  this  issue  as  we 
move  on  down  the  road  in  examining  how  the  CFTC  and  the  CBOT 
acted. 

We  think  we've  been  damaged  far  more  than  anything  else  this 
committee  could  do  as  far  as  rural  development.  If  you  look  at  the 
dollars  we've  lost  in  the  ffinn  community  over  that  action  that  was 
condoned  by  the  CFTC,  I  think  we've  seen  more  dametge  done  to 
Tiral  America  than  at  any  time  since  I've  been  farming.  Hundreds 
millions,  possibly  even  billions  of  dollars.  No  one  knows  how 
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long  it's  going  to  take  us  to  overcome  this  confidence  that's  been 
shook — lack  of  confidence,  I  might  say,  in  the  market  now. 

I've  had  letters  and  caJls  from  all  over  the  United  States.  I've 
had  letters  from  the  grain  buyers  in  Russia,  China,  Germany,  com- 
plaining about  what  happened  on  July  11  and  how  something 
needed  to  be  done  about  it.  So  that's  an  issue  that's  really  of  con- 
cern to  us.  I  am  hoping  that  if  we're  going  to  have  an  agency  like 
CFTC  and  we  are  going  to  fund  them,  they  should  have  to  consider 
what  the  impact  is  going  to  be  on  producers.  After  all,  it  is  our  live- 
lihood, as  Willis  mentioned  earlier. 

We've  heard  a  lot  about  risk  transfer,  that  that's  what  the 
system  is  supposed  to  be  doing,  and  it's  done  quite  well.  It's  trans- 
ferred all  the  risk  to  producers.  That's  what  I  see  it  doing.  It's 
transferred  all  the  risk,  actually  took  the  money  out  of  farmers' 
pockets  on  July  11. 

We've  heard  about  the  circuit  breakers  that  they  put  in  place. 
Well,  fooling  around  in  tractor  sheds  cuid  all,  I  know  normally 
when  you  have  a  circuit  breaker  to  trip,  you've  had  a  dead  short 
somewhere.  I  think  we've  seen  some  deeid  shorts  in  that 
marketplace. 

So  I  would  like  to  commend  you  for  what  you  have  done,  and 
please  go  on  and  exzunine  the  impeict  on  farmers  and  what  it's 
meant  to  us.  What  are  we  going  to  do  about  this  situation  in  the 
coming  months.  It's  going  to  be  devastating  to  farmers  as  lost 
income.  It's  going  to  push  many  of  them  out  of  business,  this  one 
simple  act  that  they  did.  That  needs  to  be  addressed. 


As  far  as  audit  trails,  I'm  much  more  concerned  with  the  money 
trail.  I  want  to  know  where  the  money  went,  I  want  to  know  where 
those  millions  of  dollars  went  that  should  have  come  to  farmers.  It 
went  to  someone  else  in  that  market.  That  needs  to  be  determined. 
And  I'd  like  to  know  how  we're  going  to  get  it  back  into  the  farm- 
ers' pockets  where  it  should  have  been  to  start  with. 

I  realize  we're  talking  about  reauthorization  of  the  CFTC  here, 
and  maybe  these  issues  are  somewhat  aside.  But,  after  all,  if  we're 
going  to  reauthorize  them  and  they're  goii^  to  do  the  same  thing 
again,  they're  going  to  condone  this  kind  of  action  without  any 
regard  to  the  farm  community.  I  think  the  gentleman  yesterday 
had  a  good  point:  Why  do  we  need  them?  Let's  let  the  SEC  or  some- 
one else  do  this  job.  If  they  can't  do  a  better  job  than  what  they've 
done  for  the  farm  community,  I'd  say  take  the  money  etnd  spend  it 
somewhere  else.  Put  it  on  target  prices.  I  can  use  it  there. 

Thank  you,  sir. 

The  Chairman.  Thank  you  very  much. 

I  think,  as  I  said  yesterday,  that  there  are  those  who  would  like 
to  just  do  away  with  the  CFTC  and  put  futures  trading  under  the 
jurisdiction  of  the  SBC.  In  many  ways,  this  reauthorization  is      > 
tremely  impor^t.    If  Congress   and  the   public  do   not       s 
strengthened  CFTC,  one  that  can  be  aggressive  and  do  the  tnm 
that  it's  supposed  to  do,  then  there  will  be  a  movement  in  the  Co: 
gress — ultimately  successful — to  do  away  with  the  CFTC.  T 
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business.  The  loss  of  these  brokers  could  seriously  and  adversely 
affect  liquidity  in  our  markets. 

SECTION  601 

A  third  example  is  section  601;  that  would  make  Eill  futures  com- 
mission merchants,  floor  brokers  and  other  commodity  profession* 
als  liable  for  violations  of  the  EuitiTraud  section  of  the  stetute  as  a 
result  of  negligence.  This  would  have  the  effect  of  overruling  judi> 
cial  decisions  holding  that  such  liability  should  only  attach  where 
there  has  been  willful  misconduct  or  reckless  disregard  of  the  facts, 
which  is  the  legal  standard  in  the  securities  industry.  Futures  com- 
mission merchants  may  well  decide  that  it  is  no  longer  worthwhile 
to  do  business  with  the  retail  public  because  the  commission  reve- 
nue does  not  wfirrEuit  the  increased  risk  and  expense. 

The  bill  would  also  ban  a  number  of  existing  practices  unless  the 
CFTC  takes  affirmative  action  to  permit  them.  These  practices  in> 
elude:  dual  trading,  which  is  more  significant  to  the  coffee,  sugar 
and  cocoa  markets  than  perhaps  any  others.  Unless  the  commis- 
sion acts,  the  practice  is  banned.  Simply,  the  Commission  may  not 
meet  the  time  deadlines  in  the  bill.  Dual  trading  is  not  inherently 
evil.  It  has  significant  value.  It  should  not  be  banned,  but  properly 
r^^ated. 


Finally,  section  806  would  require  the  CFTC  to  impose  service 
fees  on  the  industry.  We  support  the  provisions  of  tiie  bill  that 
would  grant  increased  resources  to  the  CFTC.  But  burdening  the 
markets  with  the  cost  of  those  resources  could  have  unintended  ef- 
fects by  increasing  costs  of  doii^  business.  This  could  be  of  signifi- 
cance to  our  exchai^e  because  of  the  competitive  position  vis-a-vis 
London.  Right  now,  several  London  markets  are  cheaper  to  do  busi- 
ness on,  and  this  cost  spread  could  widen  to  our  detriment.  Pru- 
dence dictates  that  the  potential  impact  of  these  added  costs  be 
carefully  studied  before  the  tax  is  actually  imposed. 

This  is  only  a  brief  summiu-y  of  some  of  the  examples  of  the 
problems  that  we  see.  We,  t<^ther  with  several  other  New  York 
exchtinges,  are  separately  submitting  a  statement  providing  greater 
detail  on  these  and  other  questions  and  issues.  We  respectfully 
urge  that  the  members  of  this  committee  carefiiUy  consider  Ute 
points  that  we  are  raising,  and  we  hope  the  committee  will  have 
enough  time  before  marking  up  the  bill  to  report  out  a  piece  of  1^- 
islation  that  will  be  both  reasonable  find  effective. 

Thank  you. 

[The  prepared  statement  of  Mr.  Nastro  follows:] 
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TBSTUKWT  OP  CHABLBS  P.  HASTRO,  CHAIRMAN 

COFFEE,  SUGAR  t   COCOA  EXCHAMGE 

BEFORE    SERATB   COMiaTTEB   OH 

AGRICULTURE,  NUTRITIOH  AND  FORESTRT 

October  17,  1989 


Good  afternoon,  Mr.  Chairman.  My  aamo   ia 
Charles  P.  Hastro.   I  an  the  Chalcman  of  the  Board  of  the 
Coffee,  Sugar  G  Cocoa  Exchange  in  New  Tork  City.   I  an  alao 
Executive  Vice  Preaideat  aad  .Director  of  Coaaodity 
Adniniatratlon  of  Shaaraon  Lehaan  Button,  Inc. 

Our  Exchange,  irtiich  has  been  in  existence  since 
1B82,  is  a  preeoainent  Market  in  the  world  for  trading  futuraa 
and  options  in  coffee,  sugar  and  cocoa.  Our  contracts  are 
heavily  used  by  coaaarcial  interests  engaged  in  the 
production,  exportation,  distribution  and  processing  of  these 
three  comodltles . 

In  order  to  Maintain  the  trust  and  confidence  of 
our  trading  constituency,  we  are  coMKltted  to  Maintaining  the 
highest  standards  of  integrity  in  our  Marketplace.  To  that 
end,  wa  are  constantly  revaluating  and  i^>roving  our  self- 
regulatory  prograM. 

Soaa  years  ago  we  installed  a  sophisticated 
crnqniterised  infoxMation  systeM  to  support  our  co^tliance 
prograM  and  our  Market  surveillance  efforts,  as  well  as  the 
overall  managenent  of  the  Exchange.  That  systea  was  praised 
at  the  tlae  by  the  CFTC  in  testiMony  before  Congress  as  being 
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the  state  of  the  art.   Last  year,  wall  before  the 
announcement  of  the  Chicago  investigations,  our  Board  of 
Managera,  recognising  that  our  needs  had  outgrown  the 
capabilitieB  of  our  systaa,  authorised  the  Exchange  staff  to 
develop  trtiatever  isprovementa  vere  necessary  and  budgeted  the 
funds  for  the  purpose.   Earlier  this  year,  the  Board  added 
further  funding,  so  that  the  total  anount  dedicated  to  the 
systons  upgrade  is  now  approxismtely  $5  Million,  representing 
over  20%  of  our  total  estljnated  revenues  for  1989.   Further, 
in  the  past  year  we  have  greatly  enhanced  the  slse  and 
capability  of  our  compliance  staff. 

The  industries  ve  serve  recognise  the  quality  and 
integrity  of  our  markets.   In  the  last  three  years,  our  total 
trading  volume  has  more  than  doubled,  which  we  believe 
represents  a  solid  vote  of  confidence  fron  our  market  users. 

He  wholeheartedly  support  the  ultljute  goal  of  the 
bill  before  you  oov,  which  is  to  insure  that  all  the  United 
States  futures  markets  maintain  the  highest  standards  of 
integrity.  He  believe  that  many  of  the  bill's  provisions  are 
salutary,   indeed,  we  already  have  in  place,  and  in  soMe 
instances  have  had  in  place  for  a  number  of  years,  several  of 
the  requlmwnts  that  the  bill  would  i^iose.   These  include 
rules  requiring  broad  diversification  on  our  Board  and  rules 
designed  to  prevent  conflicts  of  interests.   In  addition,  our 
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audit  trail  presantly  Beets  the  initial  standards  prescribed 
by  the  bill. 

Hotmver,  wa  are  greatly  concerned  that  aoaa  of  the 
provisions  of  the  Bill  could  sweep  over  our  industry  like  a 
tidal  wave,  destroying  ways  of  doing  business  that  have 
existed  for  over  a  century,  putting  out  of  business  SHall 
businessmen  who  have  served  the  Markets  honestly  and 
effectively,  and  damaging  the  conpatitive  position  of  the 
U.S>  exchanges  as  against  the  rapidly  growing  foreign 
exchanges  that  are  vigorously  striving  to  divert  Amarican 
business  abroad.   The  concern  about  foreign  co>q>etltlon  is 
particularly  ij^ortant  for  this  Bxchangs.   For  the  moat  part 
the  cmnodities  we  trade  are  produced  outside  the  United 
States  and  shipped  in  international  cc^Merce.   Futures 
contracts  in  our  comnodities  are  traded  on  a  number  of 
exchanges  around  the  world.   Host  notably,  the  London  Futures 
t  Options  Exchange  trades  sugar  and  cocoa  contracts  that  are 
identical  to  ours,  and  their  cocoa  volume  exceeds  ours.  All 
of  the  comnerclal  users  of  our  Exchange  use  the  foreign 
markets  regularly,  and  business  can  be  diverted  from  our 
markets  to  theirs  in  a  matter  of  seconds  by  a  few  strokes  on 
a  keyboard.  He  are  part  of  what  is  truly  a  global 
marketplace.   He  must  be  able  to  compete,  %thlle  at  the  sane 
time  providing  market  integrity  and  efficiency  second  to  none 
in  the  world. 
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Ha  are  not  hara  to  attack  lAat  you  ara  trying  to 
do,  but  rathar  to  work  with  you  in  ordar  to  achiava  tha  goals 
%m  ahara.   Tha  bill  ia  vary  coaplex.   Ita  potantial  iiqwct  la 
anomoua.  In  the  few  daya  since  it  has  bean  Introduced, 
there  has  not  been  sufficient  tine  for  the  industry  or  the 
public  generally  to  thoroughly  digest  and  undaratand  all  of 
its  Implications. 

Evan  on  tha  baala  of  a  very  prallalnary  analyaia, 
we  have  identified  numaroua  questions  and  issues.   In  the  few 
short  Binutes  available  to  me   today,  I  could  not  possibly 
explore  than  in  any  detail  whatsoever.   But  let  ma  call  to 
your  attention  ]ust  so«e  exaa^lea  of  the  provisions  that  give 
uB  tha  moat  concern. 

Firat,  the  bill  would  require  that  in  three  years 
all  exchanges  nust  have  in  place  ayatona  that  will  record  all 
tradea  by  a  aource  independent  of  the  executing  broker.  Ha 
would  be  delighted  to  have  auch  a  syataoi  in  place,  so  that  we 
could  accurately  pii^oint  the  tine  of  execution  of  every 
tranaaction  and  immediately  lock  in  all  relevant  detaila 
regarding  the  tranaaction.   But  we  miaply   have  no  way  of 
being  certain  that  tdiat  the  bill  ia  calling  for  la  faaail>le. 

The  Mew  York  exchangea  have  for  nonths  been  working 
on  developing  a  trade  recording  ayaten  that  would  utilixe  a 
hand-held  device  irtiareby  floor  brokera  could  record  their 
tradea  and  have  then  tlued  alectronically.   While  we  believe 
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that  the  derlcee  vUl  sood  ba  available,  wa  hava  no  idea  at 
chl«  point  irttstber  the  vjatem   Itaelt  will  mrk.   Thera  has 
not  baan  «iij  faaalblllt:;  tasting.   It  nay  be  that  this  syetea 
will  prova  to  ba  a  paaacaa.   On  tha   other  hand,  it  say  be  a 
total  failure.   If  it  i>  a  failere,  lAat  than? 

Perhaps  thare  are  othar  tach&ologlcal  solutions  to 
the  piroblea,  but  at  this  tlaa  we  have  no  Idea  irtiat  their 
design  would  be  and  equally  li^ortantly  we  have  no  idea  idut 
the  cost  would  ba.   It  shonld  be  borne  in  alnd  that  our 
exchange  is  a  relatively  saall  institution  with  annual 
revenues  of  appro xiitately  $20  Million.   There  are  limits  to 
irtiat  can  realistically  be  expected  froe  our  rasonrces.  He 
assuae  that  this  Cr— Ittee  does  not  intend  to  is^ose  a  cost 
berdan  that  only  the  largest  and  aost  powerful  exchanges  can 
afford  -to  bear,  thereby  perhaps  destroying  tbe  smaller  U.S. 
Markets. 

Ha  believe  that,  given  the  right  clrcnastances, 
technological  ij^roveaent  of  our  audit  trail  will  Make  our 
■arkets  more  efficient.   But  wa  Must  be  sure  that  achieving 
technological  sncceBs  does  -not  becowe  a  Pyrrhic  victory.   It 
■akes  no  sense  to  develop  a  marketplace  wbare  no  one  trades. 

To  take  a  second  exanple,  the  Bill  would  awke 
futures  ccaMd,BBion  Merchants  (including  brokerage  fires  such 
as  My  own)  liable  for  violations  cowiltted  by  independent 
floor  brokers  whoM  they  select  to  execute  trades .   In 
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addition,  if  the  futures  coMU.ssion  aerchant  does  not  use 
'due  diligence'  in  selecting  a  floor  broker,  or  in  nonltoring 
the  execution  of  a  trade  by  hln,  the  futures  coHBisslon 
■erchant  could  be  liable  for  punitive  damages,  which  could  be 
astronaid.cal .   The  concept  of  'due  diligence'  in  the 
selection  of  floor  brokers  is  new  and  untried.   Mo  such 
burden  exists  on  brokerage  firss  in  the  securities  industry. 
This  provision  raises  a  host  of  questions.   For  exa^le, 
should  an  FCH  refuse  to  use  a  floor  broker  who  is  registered 
by  the  CFTC  and  Is  extremely  skillful  in  executing  trades, 
but  who  has  blanishes  on  his  coMplianca  record?  How  is  a 
futures  coaaission  aer chant  supposed  to  'supervise"  the 
execution  of  trades? 

The  potential  exposure  and  risk  of  liability  under 
this  provision  is  such  that  many  futures  commission  merchants 
{nv  own  Included)  may  cease  doing  business  with  independent 
floor  brokers  altogether  and  instead  hire  their  own  floor 
brokers  on  a  salaried  basis.   The  result  would  be  that 
numerous  floor  brokers,  who  are  now  independent  business  men 
and  wooaen,  will  be  driven  out  of  business.   The  loss  of  these 
brokers,  in  addition  to  the  injustice  that  it  would  work  on 
them,  could  seriously  and  adversely  affect  liquidity  in  our 
markets.   A  loss  of  llguldity  will  make  hedging  on  those 
markets  less  effective  and  thereby  increase  costs  for  our 
conaercial  market  users. 
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A  t:hlrd  exB^le  la  3ect.lon  601f  that  wonld  aak*  all 
futures  commission  merchants,  floor  brokers  and  other 
commodity  professionals  liable  for  violations  of  Section  4b 
as  a  result  of  negligence.  This  would  have  the  effect  of 
overruling  a  long  line  of  judicial  decisions  holding  that 
such  liability  should  only  attach  where  there  has  been 
willful  Misconduct  or  reckless  disregard  of  the  facts,  «rtilch 
is  the  legal  standard  applicable  in  the  securities  industry. 
The  increased  volume  of  litigation  that  will  undoubtedly  be 
engendered  by  this  amendment  would  add  significantly  to  the 
costs  of  what  Is  alE^ady  a  vevy  low-'profit-daargln  business. 
Futures  commission  merchants  may  well  decide  that  it  is  no 
longer  worthwhile  to  do  business  with  the  retail  public, 
which  is  where  the  bulk  of  the  claims  would  arise,  because 
the  conmission  revenue  simply  does  not  warrant  the  Increased 
risk  and  expense.   In  addition  to  depriving  the  retail  public 
of  access  to  thenarkets,  this  could  also  have  the  effect  of 
reducing  liquidity  in  the  markets. 

Another  example  of  a  provision  causing  great 
concern  is  Section  608,  that  would  greatly  expand  the  number 
and  scope  of  infractions  that  would  be  classified  as 
felonies.   For  the  first  tiaia,  it  will  be  a  felony  to  violate 
CFTC  Begulations.  There  are  hundreds  of  such  regulations. 
Read  literally,  this  provision  could  make  it  a  criminal 
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offensa  for  «  customer  to  be  late  in  filing  a  large  trader 

Another  example  is  that  the  Bill  would  ban  a  number 
of  presently  existing  practices  unless  and  to  the  extent  the 
CPTC  takes  action  to  penait  then  under  prescribed  conditions. 
These  practices  includei 

Dual  tradingt  irtiich  is  more  significant  to  the 

coffee,  sugar  and  cocoa  markets  than  perhaps 

any  other; 

-  The  placing  of  oral  orders,  which  presently 
constitutes  a  major  portion  of  the  orders 
placed  by  public  customers  on  our  Exchange} 

-  Trading  between  affiliated  brokers,  trtiich  may 
in  some  cases  be  the  only  way  to  get  the  best 
execution  for  a  customer. 

While  it  is  true  that  the  Comnlssion  may  permit  any 
of  these  activities,  the  bill  would  require  affirmative 
action  on  the  Commission's  part  to  do  so.   In  other  words, 
unless  the  Commission  acts,  the  practice  is  banned.   This 
creates  several  problnu.   First,  the  Coiiisslon  may  not  meet 
the  time  deadlines  specified  for  it  to  act.   Second,  the 
Coinmissloa  may  well  sense  that  it  la  under  pressure  not  to 
make  the  required  determinations,  because  the  statutory  bias 
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is  against  than.   This  Bakes  it  eaaisr  for  the  Cawiiission  to 
allow  the  practices  to  be  banned  in  order  to  avol4  criticiBs. 

But  dual  trading,  oral  orders  and  trading  between 
related  brokers  are  not  inherently  evil.   They  all  have 
significant  potential  value.   They  should  not  be  banned. 
They  should  merely  be  properly  regulated. 

Finally,  Section  B06  of  the  Bill  would  require  the 
CFTC  to  iapose  «diat  are  called  "service  fees*  on  the 
Industry.  He  strongly  support  the  provisions  in  the  bill 
that  would  grant  substantially  increased  resources  to  the 
CFTC.   But  burdening  the  ■axkets  with  the  cost  of  those 
resources  could  have  unintended  and  undesixed  effects  by 
increasing  the  costs  of  doing  business  on  the  U.S.  exchanges. 
Xbie  could  be  of  particular  significance  to  our  Exchange 
because  of  our  cos^etitive  position  vis-a-vis  the  London 
■arkets.   Bight  now,  several  London  Markets  are  cheaper  to  do 
business  on,  and  this  cost  spread  could  widen  to  our 
detriment.   Prudence  dictates  that  the  potential  iapact  of 
these  added  costs  be  carefully  studied  before  the  tax  is 
actually  ii^osed. 

As  I  said,  Mr.  Chairman,  this  Is  only  a  brief 
Bummary  of  some  of  the  principal  exa^les  of  the  problems 
that  now  we  see  In  the  Bill.   He,  together  with  several  other 
New  York  exchanges,  are  separately  subsiitting  a  statement 
providing  greater  detail  on  these  and  other  questions  and 
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liBuas.   Ha  will  b»   vary  happy  to  work  with  you,  tha 
CoHHlttsa  and  your  stafC  Baabara  to  addraaa  thaaa  laauaa  la  i 
way  that  will  achiara  ths  baaic  goala  wa  nutually  ahara, 
triiila  avoiding  unintandad  injury  to  our  Barkata  and  thair 
pairttcipants . 

He  raspectfully  urga  that  the  mmktfza   of  this 
Comnittee  carefully  conalder  each  of  the  pointa  that  wa  ara 
raising,  and  we  hope  that  tha  Comittea  will  allow  itself 
enough  tlae  before  Marking  up  the  bill  to  receive  detailed 
Input  tzon  the  publiCt  to  give  it  careful  conalderatlon  and 
to  report  out  a  place  of  lagialation  that  will  be  both 
reaaonable  and  affective. 

I  ahall  be  pleased  to  answer  ai^  questions  you  or 
any  «aabers  of  the  Comittee  Hay  have. 
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The  Chairman.  Thzuik  you,  Mr.  Nastro.  I  would  si^gest  to  you 
and  the  other  witnesses  to  please  feel  free,  within  a  reasonable 
amount  of  time,  to  add  to  your  statement  after  we  have  heard  the 
testimony.  If  there  is  something  further  that  you  would  like  to  add, 
then  send  it  to  us.  If  the  record  is  still  open  we  will  include  it  in 
the  record.  If  it  is  not,  we  wUl  make  sure  that  it  is  noted  and  made 
available  to  the  committee. 

I  mention  this  not  just  for  you.  It  triggered  my  mind  when  you 
said  that  you  had  not  had  a  chance  to  thoroughly  analyze  the  bill.  I 
can  well  understand  that.  Your  exchange  is  not  one  that  would 
have  a  bank  of  lawyers,  accountants,  and  everybody  else  to  look 
into  this. 

Please  understand  that  both  Senator  Li^^  and  I,  and  in  fact  all 
of  those  who  are  concerned  with  this  issue,  want  l^rislation  that 
works.  We  do  not  want  legislation  simply  for  the  sake  of  having 
l^islation.  To  the  extent  that  you  have  o^er  ideas,  you  should  not 
hesitate  at  all  to  send  them  directly  to  us  here  at  the  committee, 
and  we  will  consider  them. 

We  realize  that  there  is  a  big  difference  between  large  and  small 
exchanges.  We  will  have  some  questions  on  this  after  uie  panel  fin- 
ishes. TMs  is  not  the  leist  chance  you  ever  get  to  say  anything.  Ob- 
viously, if  you  have  other  ideas,  send  them  on  to  us. 

Mr.  Conun. 

STATEMENT  OF  DONALD  B.  CONLIN,  CHAIRMAN,  BOARD  OF 
MANAGERS,  NEW  YORK  COTTON  EXCHANGE,  NEW  YOBK,  NY 

Mr.  Conun.  Good  morning,  Mr.  Chairman. 

INTRODUCTION 

My  name  is  Donald  Conlin.  I  am  chairman  of  the  New  York 
Cotton  Exchange.  At  this  time  I  would  like  to  thank  you  very  much 
for  the  opportunity  to  present  a  synopsis  of  our  statement,  which 
we  will  submit  in  detail  later  with  your  permiseion. 

THE  NEW  YORK  COTTON  EXCHANGE 

The  New  York  Cotton  Exchai^e  is  the  oldest  commodity  ex- 
chai^e  in  New  York,  established  m  1870.  It  is  the  world's  leading 
marketplace  for  buying  eind  selling  of  cotton  futures.  Our  exchai^e 
provides  a  controlled,  highly  visible,  and  liquid  marketplace  for  the 
trading  of  cotton  futures  and  options  contracts. 

In  addition  to  cotton  futures  and  options  contracts,  the  exchange 
and  its  affiliate  the  Citrus  Associates  of  the  New  York  Cotton  ^- 
change,  Inc,  and  its  division,  the  Financial  Instrument  Exchange, 
provide  a  forum  for  tradii^  of  contracts  for  frozen  concentrated 
orange  juice  futures  and  options,  U.S.  Dollar  Index  futures  and  op- 
tions, European  Currency  Unit  futures,  Five- Year  U.S.  Treasury 
note  futures  and  options,  and  a  Two-Year  U.S.  Treasury  note 
futures. 

The  New  York  Cotton  Exchange  has  many  unique  qualities.  Our 
trading  volume  in  cotton  is  essentially  generated  by  the  industry 
trade.  A  review  of  oar  open  interest  positions  reveal  that  €5  per- 
cent are  held  by  treide  int««^s.  The  marketing  route  for  cotton 
starts  with  the  farmer  or  grower  who  individually  or  through  his 


Dig.liz.GOvLiOO^Ie 


488 

cooperative  sells  his  crop  to  a  large  textile  mill  or  merchant.  Fluc- 
tuations in  cotton  prices  are  caused  by  various  factors.  Many  of 
these  factors,  such  as  the  weather,  are  beyond  human  control.  The 
cotton  futures  and  options  market  functions  to  provide  a  necessary 
means  for  risk  mEmagement,  and  therefore  enables  individu^ 
cotton  growers  to  safeguard  against  climatic  calamities.  In  addi- 
tion, the  risk  management  function  is  enhanced  by  and  is  depend- 
ent upon  investors  willing  to  speculate  upon  the  futures  market. 

The  exchange  hfis  consUintly  striven  to  mEtintain  active,  liquid 
markets,  where  trading  is  conducted  in  accordeuice  with  rules  and 
practices  designed  to  fissure  fair,  orderly,  and  competitive  trading. 

In  response  to  published  reports  about  investigation  of  possible 
trading  abuses,  our  exchange  was  one  of  the  first  to  appoint  a  spe- 
cial committee  composed  of  our  public  members  to  review  rules 
and  procedures;  examine  disciplinary  files;  interview  numerous 
members  of  staff  as  well  eis  floor  traders,  floor  brokers,  commission 
houses  and  trade  members,  members  of  other  exchanges  and  sever- 
al persons  of  the  Commodity  Futures  Trading  Commission.  A  copy 
of  the  report  of  the  Special  Compliance  Review  Committee  is  at- 
tached to  our  full  statement  for  your  review.  (See  p.  498.) 

SUPPORT  S.  1729,  WITH  A  FEW  SESEBVATIONB 

The  Cotton  Exchai^e  and  the  cotton  industry  support  the  adop- 
tion of  the  bill  presently  pending  before  this  committee,  S.  1729, 
with  a  few  reservations. 

Section  201  of  the  bill  requires  that  each  futures  exchange  to  im- 
plement a  new  audit  trail  within  3  years.  This  new  system,  accord- 
ing to  the  bUl,  must  be  designed  to  record  all  transaction  times  in- 
dependently, precisely  and  completely. 

A  very  simUar  system  is  currently  being  considered  among  sever- 
al of  the  exchanges.  The  New  York  Cotton  Exchange  is  participat- 
ing in  its  development.  At  the  present  time,  however,  technology 
n^ded  to  implement  the  system  does  not  exist. 

New  technology  requires  extensive  research,  training,  program- 
ming, and  testing.  In  order  to  implement  a  system  as  complex  as 
the  one  the  bill  would  require,  will  necessitate  a  reeisonable  period 
for  research  and  development.  Setting  a  rigid  timetable  leaves  a 
high  degree  of  probability  that  major  technological  failures  will 
occur.  Comers  will  be  cut  at  the  system's  testing  stage  which  would 
produce  a  long-term  effect  of  inefficiency.  By  allowing  the  Erystem 
to  be  designed,  created,  and  developed  at  a  pace  technolc^cally  fea- 
sible, minJTniim  market  disruption  would  be  minimized,  and  the 
goals  of  the  Senate  committee  would  be  Eichieved. 

The  New  York  Cotton  Exchange  welcomes  the  opportunity  to 
assist  the  CFTC  in  ensuring  strict  compliance  with  standards  set 
forth  by  this  bUl.  We  are  determined  to  do  everything  technolwi- 
cally  feasible  in  implementing  a  new  system  as  rapidly  as  possible. 
The  3  years  provided  for  in  the  bill,  however,  is  of  great  concern.  In 
lieu  of  the  3-year  mandated  timetable,  the  exchai^e  recommends 
that  no  speciHc  timetable  be  established,  that  the  exchanges' 
pp  in  developii^  systems  be  monitored  on  a  consistent  basis 

1,  vJFTC,  £ind  the  periodic  reports  be  provided  to  the  Senate 
iculture  Committee. 
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The  New  York  Cotton  Exchange  supports  dual  trading  as  an  im- 
portant and  beneficial  function  of  the  exchai^e.  Suspension  of  this 
privilege  will  significantly  reduce  tradii^  volume.  This  will  ad- 
versely affect  liquidity.  If  liquidity  is  lost,  a  substantial  amount  of 
our  market  participants  will  be  lost. 

In  markets  such  eis  those  that  trade  on  our  exchange,  which  are 
very  trade  oriented,  much  of  the  speculative  liquidity  that  comee  to 
the  market  is  provided  by  floor  traders.  For  example,  since  we  have 
a  total  floor  population  of  75  to  80  people  in  cotton,  the  elimination 
of  dual  trfuUng  dramatically  decreeises  the  volatility  of  the  ex- 
change inasmuch  as  the  successful  experienced  broker  would  most 
likely  opt  to  trade  for  his  own  account,  leaving  customer  business 
for  tiie  most  part  to  be  handled  by  the  least  experienced  brokers. 

One  of  the  goals  of  the  exchange  is  to  achieve  and  maintain  the 
highest  level  of  self-regulation.  In  attempting  to  reach  this  goal  we 
have  promoted  continuous  discussions  between  the  exchange's  com- 
pliance department  and  systems  staff.  Periodic  checks  of  the 
system  are  conducted  to  ensure  proper  eind  efficient  transaction 
times.  While  we  are  currently  at  a  point  of  approximately  90  per- 
cent taadit  trait  accuracy,  we  are  continuously  striving  to  improve 
ihia  percent^e. 

Mr.  Chairman,  I  just  wanted  to  add  one  snudl  thii^  in  here.  I 
heard  testimony  this  morning  relating  to  a  30  minute  timing  track 
on  orders.  On  our  exchai^e,  if  an  order  is  received  by  a  broker  and 
he  executes  the  order,  be  must  note  on  his  tradii^  card  the  minute 
in  which  the  trade  was  done. 

So  we  are  really  timing  within  1  minute  r^ht  now;  not  less  than 
a  minute  because  it  ia  not  feasible  to  get  into  the  seconds.  But 
within  a  minute,  every  transaction  is  recorded.  I  just  wanted  to  re- 
spond to  that  which  I  heard  this  morning. 

And  Mr.  Chairman,  the  other  thii^  we  support  is  the  sunshine 
rule  in  terms  of  boards.  Our  board,  as  an  example,  has  currently 
six  cotton  merchants,  three  major  mills,  two  co-ops.  The  co^p  from 
California  represents  approximately  3,500  growers  and  50  percent 
of  the  California  cotton  crop.  The  other  co-op  in  Mississippi  repre- 
sents 2,500  growers  or  about  80  percent  of  the  Delta  crop. 

In  addition,  on  our  board  we  have  three  commission  house  repre- 
sentatives, eight  floor  brokers,  one  OTA,  and  three  public  repre- 
sentatives at  the  current  time.  So  I  think  our  board  is  j*ather 
diverse. 

Mr.  Chairman,  that  concludes  my  testimony,  and  again  I  wish  to 
express  my  appreciation  for  having  the  privilege  of  testifying 
before  this  committee.  If  there  are  any  questions,  I  would  be  happy 
to  answer  them  and  provide  any  requested  supplementary 
documentation. 

[The  prepared  statement  of  Mr.  Conlin  and  the  report  of  the  Spe- 
cial Compliance  Review  Committee  follow:} 
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New  York  CarToN  Exchange 


rasmonr  of  dckud  b.  a«Li»,  ouunnH 


OcUter  17,   1969 

Good  Iteming,  Hr.  dialzinan,  jambarm  of  Uw  CCnmlttaa,  and 
diatingulshed  mnberB  o£  the  audienoa.  I  an  Donald  B.  Ccnlln,  Oialman 
of  the  New  Yoiic  Cotton  Deciiange.  At  this  tins  I  would  lik«  to  talce  a 
nment  and  thank  you  for  tlw  af^nrtunity  to  appaar  hara  today  and 
"r^fir^*"  the  Camtlttae.  I  have  been  Oiainnan  of  the  E^Khanga  for  four 
tenna,  a  mariber  of  the  Board  for  afproxljnataly  25  years,  and  a  mniier 
of  the  Exchange  for  35  years. 

itw  New  Yor^  Cotton  Qcdiange  is  the  oldest  ccranodil^  exdiang*  In 
Hew  York,  established  in  ia70.  It  is  ths  world's  Isadlrg  market^ace 
for  the  buying  and  selllrKi  of  cotton  futures.  Cur  Ibccliange  provides  a 
contxolled,  hl^y  vlsUsle,  and  liquid  narkatplace  for  the  tzadiiq  of 
cotton  futures  and  cptlons  contracts. 

In  addition  to  cotton  futures  and  optic^ts  ocntrvcts,  the  Exchange 
and  its  affiliate  the  Citrus  Associates  of  the  Now  York  Cotton 
Exchange,  Inc. ,  and  its  divleicn,  the  Financial  Instrument  E)«:iian3e, 
provide  a  forum  for  the  trading  of  ocntiacts  for  frozen  ccnsentratad 
orange  juice  ftitures  and  ofitlcns,  U.S.  Dollar  Index  futures  and 
cptions,  Eump^n  currency  Unit  futures,  Flve-Yaar  U.S.  Treasury  Note 
futures  and  options,  Tm-Year  U.S.  Tteasury  Note  futures. 
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Hm  New  Vork  Cotton  Bxcluuqa  haa  nan/  unl^ja  qualitlas.  Our 
tradii^  voluina  In  cottcn  Is  essentially  genarBtad  by  the  Industzy 
trade.  A  retvlev  of  our  cpen  Interest  positions  reveal  that  slx^-five 
percent  are  held  ty  trade  pecple.  iha  marlcetlKr  iwte  for  ootton 
starts  with  the  fanner  or  grower  vtio  individually  or  through  his 
cooperative  sella  his  crop  to  a  lar^  textile  mill,  or  a  cotton 
mercliant.  Fluctuations  In  cotton  prices  are  caused  by  various  factors. 
Hany  of  these  factors,  such  as  the  weather,  are  b^cnd  human  control, 
Ihe  cottcn  futures  and  cpticns  norigst  functions  to  provide  a  necessary 
means  for  risk  managonent  and  therefore  oiablee  individual  cottim 
growers  to  saf^uard  against  climatic  calamities.  In  additlen,  the 
risk  nanagenent  Amcticn  is  enhanced  ky  ani  is  d^Mndent  ipm  investors 
williiq  to  (peculate  upon  the  futures  nailut. 

The  E»:tonge  has  constantly  striven  to  maintain  active,  liquid 
marlnts,  where  trciding  is  conducted  in  accordanoe  with  culis  and 
practioea  designed  to  assure  fair,  orderly,  and  ocnpeticlva  tradir^. 

In  re^)onse  to  published  refiorts  about  investigation  of  poesibla 
trading  abuses,  our  Exchange  was  one  of  the  first  to  appoint  a  special 
oonraittee  ocnpoeed  of  our  public  natbets  to  review  rules  and 
procedures;  examine  disc^llnary  files;  interview  numerous  moitoers  of 
the  Staff  as  well  as  floor  traders,  flocar  biokers,  ccnnisslcn  houses 
and  trade  meoters,  mariaers  of  otlier  Exdunges  and  several  peiscns  of 
the  Comodi^  Futures  T):adlng  Ccmnisaicn.     A  cc^  of  the  JiBpart  oC  the 
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special  coiplianca  Bsvisw  Oamittea  Is  «tt«chad  tony  renarha  for  your 
rsview. 

1h«  Cotton  Dectiarqe  and  the  ootten  IjiAiBtry  si^iport  the  adoptlcm 
of  th*  Bill  presantly  parOirQ  bcfora  this  CanulttM  (S.  1729]  with  a 
few  raa«rvatlcns. 

Secticn  201  of  Uie  Bill  requires  aadi  futures  SMciutnge  to 
inplcnent  a  tkn  audit  trail  syston  within  the  three  years.  This  new 
system,  aocordlng  to  Uw  Bill,  must  be  designed  to  reoord  all 
transaction  times  Independently,  precisely  and  ccnpletaly. 

A  very  slnllar  syston  Is  currently  being  ocnsldered  aracKi  e«/eral 
of  the  DKhangas.  Iha  Ksw  Yotk  Cotton  Bcdiange  is  participating  In  its 
develcpnent.     At  the  present  tiraa,   however,  the  tedmology  needed  to 

ixplamuit  sucii  a  system  does  not  exist. 

Nm  tectmology  requires  extensive  researctij  training,  progranming, 
and  testing.  In  ottler  to  inplEnvit  a  system  as  ocnplex  as  the  cne  the 
Bill  imuld  require,  will  necessitate  a  reascnable  period  for  ooifilste 
researdi  and  develepnoit.  Settii^  a  rigid  tlinetable  leaves  a  hl^ 
degree ,  of  probabill^  that  major  technological  failures  will  occur. 
Cbmers  will  be  cut  at  the  system's  testing  stags  whid\  will  produca 
the  long  term  effect  of  Inefficiency.  By  allowing  the  syston  to  be 
designed,  created,  and  develcfted  at  a  pace  technologically  feasilile, 
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nazkct    disnvtlcn    will    b*   ■inlMigad    and    Om    90003    of    tha    s«nata 
Ocnnlttes  wlU  be  adtlmed. 

The  New  YoEfc  Osttcci  Extanjm  wlacvea  tha  c|f»ctmlty  to  assist 
Uw  CPCC  in  anEuring  strict  ocepliance  with  Ute  etanlBrdB  eat  forth  by 
this  Bill.  He  az*  detendned  to  do  wrarythli^  tedmologlcally  feasible 
In  inplanentlng  a  new  eystai  as  rt^idly  as  poeslble.  The  three  years 
pnnrl<led  for  in  the  Bill,  however,  la  of  great  ccnoem.  In  lioi  of 
tha  three  year  nemdated  timetable,  the  Boiarqe  reocmnerKls  that  no 
specitic  timetable  be  established,  that  the  Dochangaa'  progress  In 
developing  systane  be  nunitored  en  a  consistent  basis  tf/  the  CFTC,  and 
that  periodic  rc^rts  be  provided  to  the  Senate  AgrltailturM  Ccmnittee. 

nie  New  York  Cbtton  Eiodiange  siffotrts  dual  tradliKf  as  an  inportant 
anl  beneficial  function  of  the  Qcdiange,  Sue^walon  of  this  privilege 
will  significantly  reduce  tradi/q  volune.  This  will  adversely  affect 
nudity.  If  lli^jldity  is  lost,  a  substantial  amount  of  our  marlcet 
participants  will  be  lost. 

In  iKuicets  sudi  as  those  that  trade  en  our  E^olianae,  which  are 
very  trade  oriented,  mdi  of  the  speculative  liquidity  that  ccnNs  to 
the  irarket  is  provided  by  floor  traders.  For  exasple,  since  we  have  a 
total  floor  peculation  of  seventy-five  to  eighty  people  the  elimination 
of  dual  trading  dramatically  decreases  the  volatility  of  the  Exdutnge 
InastnLKh  as  the  suooessful  <«perienoed  bndcer  would  most  lUoely  cfiC  to 
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tnda  for  hla  own  account,   leaving  cugtonar  tousinasa  for  the  n»et  part 
to  btt  handed  ty  the  l«ast  expsrlenoad  brokerB. 

Cna  oC  ttw  cfoala  of  our  •xdianga  la  to  aciilav*  and  miintain  tlM 
hl^wst  lev«l  of  aalf-Eectulatlcn.  In  attacptlng  to  reach  thlii  goal  wa 
hwa  [nracDtad  ocntlmoua  dlsoMslcrai  bet)«cn  th«  Exchange's  coifjllance 
department  and  oystans  staff.  Psrlcdic  chacdcB  of  tha  systccn  are 
ocfKlucted  to  ensure  pttyer  and  efficient  transactlen  tinioA.  Hhll*  we 
are  currently  at  a  point  of  ^prcadnataly  ninety  perott^^aocuracy,  we 
are  ccntinuously  striving  to  liprove  this  percentage. 

As  to  Section  202(C]  of  the  Bill,  we  re^Mctfully  suc^iest  that 
aone  limited  nodlflcaticns  will  pranote  the  interests  of  justice,  nils 
■ubooctlon  ccrcems  judicial  review  en  Utolf  of  a  peracn  affected  by 
an  order  issued  pursuant  to  subsecticn  (b)  of  Sectlcn  202. 
Specifically,  subsection  (b)  (4)  auOwrizes  the  CcmBisslcn  to  remove  an 
officer,  director,  ccnndttae  nonber,  or  eofiloyee  of  a  ocntract  naiioet 
vto: 

rails  to  fulfill  official  reqicnslblllties; 

tixata  autturityf  co: 

acts  in  a  mamex  unfit  for  secvioe  in  the  official  ctfiacity.  . 

This  is  an  especially  broad,  and  realistically  snaking,  unlimited 
giant  of  powers.  Each  enployee  of  a  contract  narlwt  baa  his  vacy 
livelihood  arKl  professional  standing  subjected  to  an  infinite  socpe  of 
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Bcnitiny  and  apprtfral  of  the  Onniaaicn.  Althou^tt  wa  are  ccnpletely- 
ocnfidant  that  this  provlaicn  will  iwwr  ty  brcxx^  into  play  witii 
regard  to  our  maricets,  wa  ana  ac^pelXed  to  note  that  ai^cna  uha  la 
ratioved  frcn  his  job  should  be  atfotdad,  at  the  very  leaat,  an 
cfportunity  to  ratain  hlA  or  her  livelihood  and  ptofesalcnal  standing 
uttile  ocntestlng  Uie  Oawntmico'e  actlixi. 

Subeecticn  (f)  does  provide  Car  judicial  tmiew  but  rather  than 
cotpressly  settirig  forth  the  teme  and  ocnditlcna  of  tha  necessary 
review  it  merely  incoEpocatee  by  referenoe  Secticn  aa(9)  of  the  Act, 
nhla  section,  vt\i<it  axxxma  the  imielated  eubject  of  marlcet 
anergenclee,  provides  for  judicial  review  by  the  ^pccfiriata  united 
States  Court  of  J^peals.  He  certainly  agree  that  an  appeal  to  a  united 
State  court  of  Appeals  is  [nrcper  and  in  ccnformity  wlUi  tlie  Act  are!  its 
ragulations. 

Cn  the  other  hand,  Secticn  Sa(g)  llaits  the  Oourt  of  i^ipeala' 
authority  to  stay  an  action  until  a  daterminaticn,  after  notioa  and 
hearing  before  a  panel  of  the  Oourt,  that  the  acticn  cceplained  of  was 
arbitrary,  capriciaua,  an  abuse  ot  discretion,  or  othatwiae  not  in 
acoordanoe  with  the  law. 

In  the  first  instance,  it  met  be  recognized  that  this  is  an 
extreme  limitation  upon  the  autharlty  oC  cna  of  the  Uilted  States  Ccurt 
of  Appeals.     This  linitaticn  is  unwarzantsd  tiien  a  perscn's  livelihood 
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!■  about  to  be  withhald  during  tha  coursa  of  vhat  wa  all  know  will  be  a 
protractad  and  •xpenslva  litigation  fxaoeaa.  To  nquire  an  individual 
to  denunatrate  that  the  Contcdity  FXiturea  TnOirq  Ccmilssion  acted 
arbitrarily,  or  abused  Its  disoraticn,  or  act«d  In  an  unlawftil  nanner 
will  ganerally  function  to  prevant  a  stay  axoqit  for  tha  nest 
agregloua  of  circUDnotanoee.  Ko  cna  would  contend  that  Kxh  a 
limitation  provi9i<xi  la  fair  or  just  tJhen  a  perscn's  livelihood  and 
moans  to  fund  on  i¥¥»al  are  at  staka. 

Therefore,  wa  suggest  that  Um  Bill  expressly  provide  for  appeals 
to  tha  Unit^  Statas  Court  of  Appeals  and  allow  the  reviewing  Court  to 
entar  a  stay  \jpor\  the  establlshirent  of  the  following  circurnstancea: 

1.  Ihe  patitlonar's  lUtallhood  of  prevailing  upon  the  marlts; 

2.  That  the  denial  of  Uie  stay  wsuld  cause  irreparable  ham  to 
tha  petitioner; 

3.  TTiat  granting  the  stay  would  not  endanger  orderly  trading  or 
otherwise  cause  substantial  ham  to  the  ExciurKfe  or  market 
partic^ianta;  anJ 

4.  That  granting  tiw  stay  would  not  be  oontrary  to  the  Act,  and 
the  R-iles,  Regulations  and  orders  of  the  camdssion  or  in  any 
way  contrary  to  the  public  interests. 
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Hir.  Oiainnan,  thla  cxnclu^cs  a/  te&tlaonf.'  ;tf(ain,  I  wish  to 
coqnress  ny  eppnciAticrt  for  having  had  ths  porlvlleei*  of  tastifying 
bafors  this  CDnmitt«a.  If  Qwra  are  an/  cfjastions,  I  will  b«  hf^py  to 
answar  then  and  to  prcvida  ary  roquestad  smplenenCaiy  Infomation. 
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asoKi  at  TB»  apiciAL  ytgLUWCB  nvrai  catnrm 


Th*  BMcd  of  Hsnaiara  of  tl|a  Nav  York  Cotton  Exchanga  ("NYC^') 
•ppointad  a  Spaclal  CoDpllanc*  Raillav  Ccomitt**  ("Connlttee")  to  ravlaw 
th*  compllinca  and  floor  aurvJlllanc*  pcocadura*  of  tncfi'  and  to 
raconnand  araaa  for  iMpEOvananq  a>  pait  of  tha  Sxchanga'a  aalf 
cagulatory  rasponaiblllcy.  tha  C^nmlCtaa  eonalsta  of  Road  Dunn,  Jr.  aa 
Chaiman,  J.  D.  Butlar,  Carl  Ani^arson,  (all  public  mambara  of  tha 
Board],  Janaa  V.  Saigan,  Baq>i  Eichanga  Gonaral  Counaal  and  Hlchaal  R. 
Kobleni,  Eaq.,  Outalda  Counaal'  ^  CoBnlttea  uaa  Inatnictad  to  aubmlt 
•  pralinlnary  and  Lnforaal  taport  to  a  Spaclal  KaaCing  of  tha  Board  on 
March  2,  19S9  and  a  formal  raport  {to  tha  ragular  naatlng  of  tha  Board 
on  April  6,  1989.  [ 

In  carrying  out  ita  aHlgn^ant,  tha  Cooaittaa  ravlauad  NYC^By- 
Lawi  and  Rulaa,  tha  catqpllanc*  fnanuali  tha  floor  aurvalllanca  and 
conpllanca  procaduraa;  axanlMd  disciplinary  fllaa)  Intarvlawad 
nunaroua  oaobara  of  tha  Staff  aa  ifall  ai  floor  tradara,  floor  brokara, 
ConnlMlon  houaaa  and  trada  ntabars,  oBohsra  of  othar  Exehangaa  and 
savaral  p«r*ona  of  tba  Caanodlty|?utura«  Trading  Comlaaion  ("CTTC"). 
Tha  Comittaa  raatrlctad  Ita  itudy  to  tha  "cuatoaai  protactlon" 
proeaduraa  bacauaa  of  tha  Itmited  tioa  availabla.  Thla  raport 
■uamaritaa  tha  backgroimd,  finding*  and  raco^Mndatlaiw  of  Um 
CoMiittaa. 
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Aaauclag  that  -— *— —  nf  tlBinQ^  fallov  tlie  S^'lns  and  lul«>* 
ia  the  initial  r«*iion«ilillil7  "f  pm  Cta^illance  3lTl»lon.  The  I)Ir«wr 
Df  Uk  'i^iI  liiii  ■  Plrisiiic  tmpoftM  to  tb*  G«»cal  CoormI  of  tbe 
Ezchaqa-  Hactet  SDnvlllano** >  la  tik*  rasponalblllty  of  the  DlTictoa 
of  Snrre' llance ,  Cbe  ^HrectDT  of  f4ildi  raporta  te  tiia  Fraaidaot  of  tb* 
Exeharna.         T^     Caqilianca    Staff    «iid  tta  Harkct  Ssrvcllianca  Staff* 

Ttaa  Coqliance  Sivialon.  aaa^  to  protact  tbe  Intafrlty  of  ttaa 
■arkat  by  asr*clllaBC«  on  Uic  f}i»r,  autTclllanec  of  tradlcg  racvrda. 
by  Invaatlcatlog  ce^lalitta  fz^  aartwra  and  cnatoaeca;  and  bjr 
Ictarriam  irltb  aatfiara  aod  staff f  aaid  bj  rarlwt  of  ffyutar  records  of 
tradlas  wiiln  i  ■  ■  If  a  vlslatlea  |la  sw^ffrt  tlia  Staff  candacts  a 
datallad  iiiva«tl(«tifio . 

If.  aftar  as  iovcatifstian. .  It  ■jijmiis  a  TiolatJAo  baa  oecMruad, 
tbe  staff  pr^aras  an  "lowMrt^atlwa  I^ort"  tbi^  1±m  Diractoc 
praaaota  to  tb*  ^•■■'— ■  Cot^ncf  ri^illiii  ("BCC").  Ibe  ICC  rcrlam 
tb*  lDvcati«atl«e  l^ort  vltb  Staff.     Aft«r  ita  rarlaa.  KC    aar  diract 


lb*     ST-Laaa    and    liQaa     of    nc^   are     eltber    pneserltaad  by  or 
C  ttaa  fneCima  of  tb>  Hartaat 
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3 
Tti«  BCC  luy  conclude  no  [violation  oeeurrad  or  it  nay  accapt  a 
••ttlamant  in  which  caaa  tha  partJl  in  qunatton  nalthar  xtalta  ot  danlm 
tha  allegaClon.  In  eithar  of  stJch  caaa*  Cha  Invsitlgation  it  cloMd. 
If  tha  BCC  ha*  caaaon  to  ballava  thara  uaa  a  violation  but  di>clplln«ry 
action  it  not  warrantad  It  nay  dilract  a  Lattar  ba  aant  to  tha  party  In 
quaatlon  puttini  him  on  notlca  that  tha  nattar  haa  baen  cloaad  out,  but 
ramlndlni  hin  of  tha  Fula  laqulrUMnta  and  that  If  thla  activity  ia 
rapaatad  tha  prior  hlatory  ulll,  b«  praaantad  to  tha  BCC  pconptly.  In 
Bora  larloua  caaaa  or  onas  In  a  ilch  aattlaaant  cannot  ba  caachad  tha 
BCC  will  eauaa  a  complaint  to  ba  f  ,lad  ulch  tha  Suparvlaory  Coanlttae 
which  ulll  prooaad  to  haar  tha  e«*  i. 

Tha  Suparvlaory  ComlttM  mM  eoncluda  thara  w««  no  violation  and 
dlanlaa  tha  caaa  or  it  may  laaua  a  inctlona  which  can  Inciuda  axpulaion, 
■uspanalon,  flna  and/or  a  caaa*  tnd  daaiat  ordar.  It  uy  alio  iceapt 
■attlaoanti.  Action*  of  tha  Supar 'iaory  Coonlttaa  ara  final  axeapt  In 
tha  avant  of  aipulalon,  which  ia  aubjaet  to  tha  approval  of  tha  Board 
and  tharaaftat  may  ba  appailad  to  tha  CFTC. 


Tha  Board  alao  haa  tha  autbo 
baan  auapandad  on  nora  than  tve 
fSO.OQO  on  Bora  than  ona  occaalon 
Bxchania  within  a  four  yaat  parlod 
Rulaa. 

For  tha  patiod  1082  to  ] 
■attlananta  which  inaludad  sna 
caata  and  daalit  ordara.  Tha  non< 
to  »15,000. 


axpal  any  aanbar  which  haa 
occaalon*  and/or  flnad  in  axeaaa  of 
<y  any  Dlaclpllnary  CMMlttaa  of  tha 
for  violatlona  of  It*  By-Lawa  and/or 


tha  BCC   aceaptad  forty -n in* 
•uapanalan  of  thraa  yaara  and  aiilit 
aattlaMat*  ranged  froB>iOO.OO 
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^rlng  th*  pirlcc 
tvaaty-ona  <l«ei lions  «i 
pwultlsl.       Of  thsaa 


1982  to  l9SS  ch«  Suparvisoty  Coomitta*  Issuad 
1  antarad  ^to  chlrtaan  aattlaaanta  raaultlnB  In 
^•••a,   tba[    SupcrvlaoTf  Co^Uttse  isiuad  alxtaan 


■uap«naioiu  ftoa  cuo  aontha 
}75,00a  and  Isjuad  aUTui  ca 


s  txi]  yaari,   flnaa  ranilog  fron  1100.00  to 
>■  and  daalat  ordaca. 


During     th«     parlod     198Z     tja     1988     tba  Haabatahip  Kaaponalbllity 
Cmittse  auapaadad     trading     prJirilagaa     of     ais     trading     naabari  and 


I.       Bulaa  and  Ganaral  Infotution. 

Tha  Conmittaa  conaidi  rad  tha  By-Lava  and  Rulaa,  ganaral 
guldalinaa  and  opatating  prociduraa  of  WlCaSf  to  be  adaquata  and 
aufflclent  to  datacC  aoft  abuaaa  in  trada  practlca  caaaa  and  to  protaet 
tha  iDtagrity  of  tha  nachet.  Th  i  Bulaa  and  ptoeaduraa  ara  aiBllat  to 
1    tan  baan  approved  by  the  CPTC. 


aiparlancad.     Tha  Dlractor 

crtC  and    h«a  13  ya 

ataff  ia  dlltgmt  In  *Mking 


tha  othkT  future*  Bzehangaa  and 

Z.      Staff. 

Iba  Staff  of  tha  ( Mvllanca  Division  ia  wall  trained  and 
■  I  ralnad  by  tb«  CBA  iihlch  preceded  the 
coavlianca.  tiom  all  accounts  tba 
detect  abuses,  Inaofac  as  time  and 
vesouTce*  pttiBit.   Currently  i  he  Slyislon  la  understaffed  bacauaa  of 

vaeanclaa  and  floor  survall  ance  has  consequently  been  reduced. 
counsel  has  Just  been  ■ogaged  to  fill  one  of  the  vacancies  and  « 
report  loon.  A  aearch  is  undetWy  to  add  an  additloDsl  paraon  to  floor 
surveillance. 


Ur»y  t 
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Tha  ComnlttBs 
eoBplwnant  sa  soon  ■■ 
lnt«nilfl*d. 

3.   Audit  Trail.        | 

Tha  kay  to  affectlvtl  aurvalllanca  fa 
that  will  anabla  raconatrucClon)  of  tranaactiona. 


itaff  b*  brought  to  full 
It   floor   aurveillincs   b* 


for  claarlng  It  ganarally  goodi 
ia  not  high,  though,  thsTe 


eh*  parcanttga  of  ■ 
t  lom  tot   Isprovaaant. 


of  axacuClona  of  contracta   laa  baan 
Introduction  of  tha  taqultamant  t 


Blnute  b«  notad  a 


furthar  Iji^covaaant  In  thla  ai 
the  raconatr-ictton  of  tradaa 
thla  InfotiMtlon  convayad  accu 
baCtar  alaetronic  davlcaa  ara 


1  aceurata  audit  trail 
Data  to  lutcli  trades 
rota  and  out  trades 
Data  on  tha  tine 
itaadtly  Inpcovad,  aincs  tha 
tin*  to 


tha  ttadln)  carda,  HoHevac,  there  1 


alio  rooB  for 


Tine  1*  of  auch  vital  Importanca  In 
:het  avary  afforc  ahould  b*  Bade  to  have 
Italy  and  pro^tly.  Until  auch  tine  ea 
genarslly  available  tha  tlna  mil  atlll 
hava  to  b«  noted  viaually  and  r  loordad  Benuelly  on  Che  trade  carda  by 
tha  traders  and  brokers  In  tha  Ing. 

Tha  CoiBilttea  taconaand*  t  lat  aff otts  ba  InCanalf lad  to  achieve  an 
audit  trail  which  la  at  leaat  9  Z  a 


Coavutar  Survalllanea 

praaant  'yataA  of  raeona true ting  and  analytlng 
brokerege  runs  Is  cuMbaraoDe  and  tin* 
and  quantity  of  investigations. 


ttaBaaetiona  aanually  fron  tha 
c^auDlng  and  llalts  the  ounber 


Tha  Connlttaa 
eoaputai  ba  prograaotad  tn  a 
trading  to  facilftata  analyaii 


that  the  eantrel  clearing  houaa 
r  that  will  pamlt  raconatructlon  of 
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Cuirantly  trad*  dati   la  procaiaad  In   thra*  stac 
ildarabla  clna  Is  raqulrad  f<r  varlflcatlsn  of  Cransactiona. 


To  raduca  tha  poaalbllity 
Una  ayatan"  wharaby  Cha  clai 
antaca  Into  a  cantial  conpul 
diattnct  Inprovaaant.  IC  la  coi 
pamit  tha  tlma  intarval  for 
data  CO  ba  taduead.  Any  raduci 
ttanaactiona  and  tlia  antry  al 
opportunitlaa  tot  willful  and  t 


f  arvoc,  tha  Introduction  of  tha  "on 

ng  house  accapting  tha  tranaactlon 

dlractly  tha  trade  data  would  ba  a 

Ivabla  tha  "on  Una  ayatm"  can  alao 

ijha  collection  and  antarlng  of  tha  trade 

in  tha  tiaa  batHaan  tha  axaeutlon  at 

Ehia  data  for  clearing  ulll  reduce  tha 

Intentional  errora. 


In  cooperation  with  other  Exehai gea 


i.      Enforeamant. 

In  general,  enforci 
affaetlva.  Significant  aanetloi « 
that  aueh  actions  have  deterrec 
by  tha  tauM  paraona  after  ai 
Here  no  axpulalona  racantlyi 
after  racaivlng  *anctloaa> 


Par ton*  found  Kullt] 
recelvad  tha   nor a  aavara 
recordkeeping  violatlooa  have 
In  the  case  of  flrat  offi 
apparent . 


I  tha  "on  Una"  ayatam  be  Inatltutad 


It  procadurea  appear  to  be  goad  and 
have  been  edDlnlatarad.  It  appaata 
further  violatlona.  Repeat  vlolattona 
.ona  appeara  to  ba  low.  While  there 
I  tvaral  people  gave  up  their  memberahip 


of 


abuse   have  generally 

Sanction*.    Dlaelpllnary  ectiona  for 

to  be  relatively  mild,  eapaelally 

and    whan    no    han 


ttnded  t 
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trad*  for  his  own  aooount,   leavirtj  cuataiBr  buslneaa  for  the  most  part 
to  be  handled  ky  the  least  eiqwrlencaci  brokers. 

One  of  the  goals  of  our  tacdminj*  Is  to  odiiflva  and  maintain  the 
hic^iast  level  of  self-regulaticn.  In  attaaipting  to  reach  this  goal  wa 
have  pinrcitad  continuous  diacuaslona  betwem  the  Eixiiarga'B  caif)liance 
dqtarbnent  axid  syvtens  staff.  Periodic  checks  of  the  BfEtma  are 
ccnlucted  to  ensure  proper  and  afficierrt  transaction  times.  Hhile  we 
are  currently  at  a  point  of  affnxsdinatelY  ninety  peroutt^accuracy,  we 
are  ccntinuously  striving  to  isfctf/a  this  percentage. 

As  to  Sectlcn  202(0  of  the  Bill,  wa  cwiiactfully  suggest  that 
sons  limited  modificaticns  will  prcnote  tlie  interests  of  justice,  this 
subsecticn  ccnoems  judicial  review  en  btfialf  of  a  person  affected  by 
an  order  issued  pursuant  to  subeecticn  (b)  of  Section  202. 
Specifically,  subssctlon  (b)  (4)  autlvsrizes  the  Camission  to  ranove  an 
officer,  director,  connittae  inaRfcer,  or  aiployee  of  a  ccntract  naricet 
uho: 

f^ils  to  fulfill  official  re^xnsibilities; 

abuses  authority;  or 

acts  in  a  manner  unfit  for  service  in  the  official  capacity. . 

Ihis  is  an  especially  broad,  and  realistically  ^Making,  unlimited 
grant  of  pcwers.  Ea<ii  enployee  of  a  ccntract  market  has  his  vary 
livelihood  and  professional  standing  subjected  to  an  infinite  eocfje  of 
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sczuti/V  "^  appeavai.  of  th*  Oamdaslcn.  Uthouc^  wa  are  ocnpletely- 
oonfident  that  this  prevision  will  iwtvsr  b/  brouc^  into  play  with 
regaxd  to  our  nariwts,  wb  ara  ccB|»lI«d  to  nota  that  arcane  who  is 
rammed  fram  hla  jcfc  Bhould  b«  affoicdad,  at  the  v«zy  laaat,  an 
CKurtunity  to  rstaln  his  or  her  livelihood  and  professicnal  standing 
while  contestiixi  the  Ccnuission's  action. 

Subsection  (f)  does  provide  for  judicial  review  tut  rather  than 
eKpressly  setting  forth  the  teim  and  ccndltlms  of  the  neoessaxY 
review  it  merely  Incorporates  ty  referenoe  Section  Sa(9)  of  the  Act. 
nils  section,  lahlch  oonoems  the  unrelated  subject  of  Borlcet 
vneigencies,  provides  for  judicial  review  by  the  atprcfirlate  united 
States  court  of  Affteals.  Hs  certainly  agree  that  an  a[;]^l  to  a  United 
State  Ccurt  of  ifpeaXa  is  prefer  and  in  ocnfomlty  with  the  Act  and  its 
regulations. 

cn  the  other  hand,  Secticn  ea(9)  limits  the  Court  of  i^peals' 
authority  to  stay  an  action  until  a  determination,  after  notice  and 
hearing  before  a  panel  of  the  Court,  that  the  action  ocsplained  of  was 
arbitrary,  capricious,  an  abuse  of  discretion,  cr  otherwise  not  in 
aocondance  with  the  law. 

In  Um  first  Instance,  it  oust  be  recognized  that  this  ie  an 
extrme  limitation  ufon  the  authcarity  of  cne  of  the  United  States  Court 
of  Appeals.     This  limitatlcti  is  unexxanCed  htien  a  person's  livelihood 
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Is  alxut  to  b*  withheld  durijig  the  ocurse  of  what  ua  all  know  will  be  a 
pcotractsd  and  w^tenslva  litigation  prtsoess.  To  require  an  inllvldual 
to  demonstrate  that  the  Ccnnodlty  FXitures  Tmding  Ccnrnlssloi  acted 
ait>lt£«rlly,  or  abused  Its  discx«ticn,  or  Acted  in  an  unlawful  manner 
will  generally  A,inction  to  prevent  a  etay  acoept  tor  the  moet 
egregious  of  cixcunstanoes.  No  cna  would  contend  that  such  a 
limitation  pravlsit:^  is  fair  or  just  when  a  petscn's  livelihood  ard 
means  to  furd  an  app^L  are  at  stake. 

Therafora,  ws  si^gest  that  the  Bill  ejqiressly  provide  for  appeals 
to  the  United  States  Court  of  Appeals  and  allow  the  reviewing  Court  to 
alter  a  stay  t^ion  the  establishment  of  tha  following  circunstances: 

1.  The  petitioner's  liXelihood  of  E^mailiiig  upon  the  morits; 

2.  That  the  denial  of  the  stay  tnuld  cause  irrepacable  harm  to 
the  petitioner; 

3.  that  granting  tha  stay  would  not  endanger  onlerly  trading  or 
otherwise  cause  substantial  ham  to  the  Eiclvirge  or  market 
participants;  and 

4.  That  granting  the  stay  would  not  be  contrary  to  the  Act,  and 
the  Roles,  Hegulatiors  and  Orders  of  the  Oamission  or  in  any 
way  contrajv  to  the  public  interests. 
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Hr.  Qiaixnan,  Oils  ocncludes  ny  teatincnf. '  Again,  I  wish  ta 
expeesB  tiy  ^preclation  for  having  had  tha  privilege  of  tastl^ing 
befora  this  Ccmnlttae.  If  thera  are  ary  quasticns,  I  will  be  happy  to 
auBwer  then  and  to  piovlde  ary  requested  sifplanentary  Infotnation. 
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BmatT  OT  m  bficial  (jagmMca  kview  cattirm 
A,    BACKiaCPIMD. 

Ih»  Bo«rd  of  M«n«8«ri  of  ttj*  Nau  York  Cotton  Exchanga  ("HYC^') 
appointed  ■  Spaclal  Compllanca  Raijiaw  Conalttaa  ("Cunnilttee")  to  ravLaw 
tha  conpllincB  and  f loot  (ucvJlllcRca  pEoeadurea  of  NYC?''  and  to 
racomnand  araaa  for  lapiovananq  as  part  of  tha  Exchanga'a  aalf 
ragulatoty  raaponalblllty.  Tha  Cumilttaa  eoniliti  of  Xaad  Dutm,  Jr.  •• 
Chalman,  J.  □.  Butlar,  Catl  Andarson,  (all  public  mambarf  of  tha 
Board),  Jaaaa  V.  Sargan,  Btq.,  SilchanBa  Ganaral  Counial  and  Mlchaal  R. 
Koblani,  Esq.,  Outfida  Counial.  'tha  Coooittea  uaa  instructad  to  autaoit 


a  praliminary  and  informal  rsporl 
Harch  2,  1939  and  a  formal  rapoit 
on  April  S,  1989. 


.o  a  Spaclal  Kaatlng  of  tha  Board  on 
I  tha  ragular  maatin|  of  tha  Board 


In  earryini  out  iti  aaalgniant,  tha  Conalttaa  ravlawad  HlfClPBy- 
Lava  and  Hulsa,  tha  co^llanoa  jmanuali  tha  floor  lurvaillanca  and 
compllanca  procaduraa;  axaffllMd  dliclpllnary  fllaa;  Intacvlawad 
»  of  tha  Staff  at  Mil 


coMDiaalon  houiaa  and  trada  m 
•avaeal  paraona  of  tha  Connodlty 
Tha  Comltta*  rait  tic  tad  It* 
procaducai  bacauaa  of  tha  Itm 


floor  Cradara,  floor  brokara, 
nembaca  of  othar  Bxchangai  and 
Tuturaa  Trading  Comalaalon  ("C5tC")> 
tudy  to  tha  "cuatooiar  protactlon" 
tad  ttma  b vai labia >    Thla  taper t 


sumoaritaa  tha 
CoDDlttaa. 


background,  fli  ding*   and 


nandatlona  of  tha 


=  B.Google 


A»»uclng  tlut  mwibtti  of  th«|HYCP"  follow  the  By-L«v«  and  Rule«* 
is  tha  initial  rasponilbility  of  ^ha  Conplianca  Dlviilon.  Tha  Ditactor 
of  tha  Conplianca  Dlviiion  rapojrti  Co  Ch*  Ganarai  Counaal  of  tha 
Exchania.  Harkat  Suivalllanca**{ la  tha  raiponilblllty  of  the  Division 
of  Survatllance,  tha  Diractor  of  jihlch  reports  to  the  Fraildant  of  tha 
Exchange,  Tha  Contplianca  Staff  and  tha  Market  Sorvaillanca  Staff* 
conaiaCe  currently  of  IS  n 


The  Compllanca  Diuliion,  aaeka  to  protect  tha  Intairlty  of  tha 
market  by  survaillance  on  the  floor,  aurvalllanea  of  trading  record*, 
by  inveatlgatlni  eooplalnta  frim  ne«bar*  and  cuetomar*)  and  by 
Intarvleu*  with  nMobera  and  ■tsffl  and  by  revleu  of  eonputar  record*  of 
trading  nembara.  If  a  violation  la  auapactad  the  Staff  conducta  s 
datallad  invaetl|«tion.        - 


If,  after  an  inveatigatlon,   it  appaara  a  violation  has  occurred, 

■taff  praparat  an  " Invest | gat Iva  Report"  which  tha  Director 

■ents  to  tha  Buiinaaa  Conduc  Comittaa  ("BCC").  Tha  BCC  raviavs 


the  Inveitlgatlve  Report  with  Sta 


tha  Division  to  conduct  further  1:  .veatlgatlon. 


*  laviaw,  BCC  may  direct 


tncrf'  are  olthar  praaerlbad  by  o 


t  cover  th«  fuQOtions  of  the  Hatkat 


cibv  Google 


BFicau.  acwp-TMiffl  Byimai 


k.   BUKCSOtMD. 

Tha  Boicd  of  Hansgar*  of  tlja  N«h  York  Cotton  Exchange  ("NYC^') 
appolntad  a  Spaclal  Compllanca  Raillaw  Ccmnittaa  {"ComltCea")  to  cavlaw 
tha  compllanca  and  floor  aurvJlllanca  procaduraa  of  NYC^  and  to 
racoiDnand  arsaa  for  iD^covananl  ai  part  of  tha  Exchanga'a  aalf 
lagulatory  raaponaiblllty.  Tha  C(  mnlttaa  coniltta  of  Raad  Dunn,  Jr.  at 
Chainoan,  J.  □.  Butlar,  C«rl  An  at son,  (all  public  Baabara  of  tha 
Board),  Jaoaa  V.  Gargan,  Eaq. ,  E:|changa  Ganaral  Counial  and  Mlchaal  R. 
Koblani,  Baq. ,  Outiida  Counial.  fta  ConDlttaa  u«a  Initnictad  to  tubnlt 
a  praliainary  and  Informal  reportt  to  «  Spaclal  Haatlng  of  tha  Board  on 
March  2,  t9S9  and  a  formal  raport|to  tha  ragular  maatlng  of  tba  Board 
on  April  6,  1989.  | 

In  earrylng  out  Its  aaaigniknt,  tha  Cosnlttaa  raviawad  KYC^By- 
Laua  and  Rulaa,  tha  co^llanoa  t»«nu«li  tha  floor  aurvalllanca  and 
compllanca  procaduraai  axaalMd  dlfclpllnary  fllaag  Intarviavad 
nuaaroua  maabara  of  tha  Staff  aa  t^ll  aa  floor  tradata,  floor  brokara, 
coMUlaalon  houaaa  and  trada  mtebars,  mambar*  of  othar  Ixcbangaa  and 
•avaral  paraona  of  tha  Conoodlty jvucuraa  Trading  Cogniaaion  ("CTTC"}. 
Tha  Comlttaa  raatrlctad  It  a  itudy  to  tha  "cuatoaMr  protaetlon" 
procadura*  bacauaa  of  tha  Itmitad  tfna  availabla.  Thl*  raport 
aummariiaa  tha  background,  tiadinga  and  raco^wndatlons  of  tha 
coDmittaa. 
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A»»uclng  tlut  mwibtti  of  thB|HYC^  follow  the  By-L«v«  and  Rule«* 
la  the  initial  rasponilblllty  of  ^ha  Compllanca  Dlvialon.  The  Dltactor 
of  th«  Conpllanca  Dlvialon  rapojrta  Co  tha  Ganaral  Counaal  of  ths 
Exchanga.  Harkat  Suivalllanca**{ la  tha  raaponilblllty  of  tha  Division 
of  Survetllsncs,  tha  Director  of  jihlch  reports  to  the  Fraildant  of  tha 
Exchanga,  Tha  Contpllanca  Staff  and  tha  Harkat  Survaillanc*  Staff* 
conaiata  currently  of  IS  n 


The  Conpllanca  Division,  aaela  to  protect  tha  Intagrlty  of  the 
market  by  aurveillance  on  the  floor,  surveillance  of  trading  records, 
by  inveatigatlng  eooplalnta  freo  nenbara  and  customarsi  and  by 
Intsrvieus  with  nMobers  and  iCsffi  and  by  revleu  of  eonputar  recorda  of 
trading  oambara.  If  a  violation  Is  auapactad  tha  Staff  conduct*  ■ 
datalled  investigation. 


If.  after  an  investigation,  it  appeal*  a  violation  has  occurred, 
the  staff  prepares  an  "Investigative  Report"  which  tha  Director 
presents  to  the  Business  Conduct  Comlttae  ("BCC").  The  SCC  reviews 
the  Investigative  Report  with  Staff.  After  its  leviaw,  BCC  may  direct 
the  Division  to  conduct  further  iivaatigatlon. 


NYcrf*  ate  either  prescribed  by  o 


t  covet  the  fuootion*  of  the  Karkat 
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Tha  BCC  may  concluds 
■■t:tL«Mnt  In  whlcti  c'le  tha 
th«  ailtgatlon.  In  elthat 
If  cha  BCC  ha«  laaaon  to  baliava 


if  aiKh  c«aa* 


it  luy  accept  s 
:lon  naithar  adnlta  or  dantka 
tha  inveitlgatlon  Is  clotad. 
a  violation  but  41acLplinary 


action  ia  not  warrantad  It  may  dl^act  a  lattar  ba  aant  to  tha  party  In 
quattlon  putting  hln  on  netlca  that  tha  natCar  haa  baan  cloaad  out,  but 
ranlndlni  his  of  ths  Rula  taqulcJHianta  and  that  it  thla  activity  i« 
repaacad  tha  prior  hiatory  will  ba|  peaaantad  to  tha  BCC  proaptly.  In 
mora  aariou*  caaaa  or  ona*  In  I'hlch  lattlaaant  cannot  ba  taachad  tha 
1  conplalnt  to  ba  fllad  with  tha  3uparvi(ory  Conalttaa 
which  will  pcooaad  to  haar  tha  c 


Tha  Suparviaory  CoRvlttaa  aajr  concluda  thara  waa  no  violation  and 
dliataa  tha  Caia  or  it  may  laaua  sknctlona  which  can  includa  axpulaion, 
(uapanaton,  fins  and/or  a  caaaa  and  daaiat  ordac.  It  may  alao  aecapt 
aattlaManta.  Action*  of  tha  Supar 
tha  avant  of  axpulsion,  which  la 
and  thataaf tar  nay  ba  appaalad  to 


rlaory  Coonlttaa  ata  final  axeapt  in 
aubjaet  to  tha  approval  of  tha  Board 
:hB  CnC. 


Tha  Board  alao  haa  tha  authority  to  sxpal  any  naBb«r  which  haa 


baan  auapandad  on  aora  than  two 
ISO. 000  on  noia  than  ona  occaiion 
Exchanga  within  a  tour  yaar  period 


occaalona  and/or  finad  in  axcaaa  of 
y  any  Dtaelpltnary  Conoittaa  of  tha 
tor  vlolatlona  of  Ita  ByLawa  and/or 


For  tha  patlod  19B2  to 
aattlananta  which  Inoludad  on* 
caaaa  and  daalaC  ordara.  Tha  aoB 
to  115,000. 


,  tha  BCC   accaptad  forty- nliM 
■panalen  of  thraa  ynra  and  algbt 

f   ■ettlamanta  rangad  fron  )I00.00 
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During  Ch«  parlod  19S2  to  1938  th«  Suparulsoiy  CommlttB*  lssu«il 
tw«nty-ono  dacLiloni  *nd  sntarad  j-nto  thltta«n  lattlutants  caiultlni  In 
panaltls*.  Of  thaae  casaa,  thai  Supervliory  Catmlttas  iMuad  ilxtsan 
(uapBiuloni  ttoa  cuo  month!  to  t«()  yaars,  finaa  ranging  £eom  SIOO.OO  to 
|7S,O0D  and  laauad  alavan  caaaa  atid  daalat  ardaca< 


1988  tha  (tonbarahlp  Baaponalblllty 
Itrllagaa  of  aix  trading  Bambaii  and 


During  tha  parlod  19S2 
CooDitteB  tuapandad  trading  p 
auipandad  sna  mambat  flm. 


CCnUTTKI  nXDIKS  A 

and  Ganaral  Info:  nation. 
The  Coiralttaa  conald  rad  tha  By-Lawa  and  Rulaa,  ganaral 
guldalLnaa  and  oparatlng  proc  iduraa  of  HYC^  to  b«  adaquata  and 
,n  trada  pcactlca  caaal  and  to  protact 
Rulaa  and  pcacadurea  ara  alnilac  to 
approved  by  tha  CFTC, 


aufflclant  to  datact  noat  abuaaa 
the  Integrity  of  tha  maekst.  Thi 
tha  other  futursa  Bxchangea  and  lava 


■xperlenced.  The  Director  vaa  t 
cnc  and  haa  IS  yeata  axperlcni  a 
staff  la  diligent  In  aeaklng  t 

reaouTcat  paxvit.   Currently 

two  vecanclaa  and  floor  auivall  anca  haa 

counaal  baa  Just  baan  angasad  to 

report  aoon.  A  aeareh  la  underlay 

surveillance. 


Staff. 

Tha  Staff  of  tha  ( si^i lance  Divlalen  la  well  trained  and 
reined  by  the  CKA  which  precadad  the 
loapliance.  Fron  all  accounts  the 
detect  ebujaa.  Insofar  aa  tine  and 
he  Dlylaion  Is  undetatatfed  because  of 
inaequently  been  reduced.  A 
fill  one  of  the  vacenclas  and  vlll 
:o  add  an  additional  paraon  to  floor 
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Thi  ComiDlttae  raconnandi  tha  itaff 
coMplamant  ■■  soon  ai  poail|bl.a  and  that  flo 
Inttnflflad. 

3.   Audit  Trail.        ' 

Tha  kay  to  effactlvij  aurvalllancB  la  an 
that  will  anabla  t«conatruetion|  of  tranaictlo^ 


Data 


audit  trail 
natch  CTadaa 


for  claarlng  la  ganaralLy  goodi 
la  not  high,  though,  thara  la 
of  axacutloni  of  contracCa 
introduction  of  tha  raqulranai 
nlnuta  b«  notad 
furthar  lidptovamant  In  thla  ai 
Che  raeonatructlon  of  tradaa 


tha  parcantaga  of  areata  and  out 

>am  for  laprovanant.   Data  on  t 

lat  baan  ataadlly  lnprov«d,  alncs  t 

that  tranaactlon  tiM  to  tha 

tha  ttadlnjt  carda,  howavar,  Cbara  ia  alao  r 

ia  of  aucb  vital  iMportanco  In 
:hat  avary  affort  ahould  ba  mada  to  hava 


thla  Information  eonvayad  accur  Italy  and  peooptly.  Until  aucfa  tlrna  aa 
battar  alacttonic  davtcaa  ara  lanarally  available  tha  tin*  Mill  aclll 
hava  to  ba  natad  vliually  and  t  loordad  manually  on  tha  trad*  carda  by 
tha  tradata  and  brokara  Ln 

Tha  CoDBlttaa  racMaanda  that  afforta  be  tntanaiflad  to  achlav*  an 
audit  trail  which  la  at  leMt  9'  J   a 


4.   CM^utar  Survelllanca 

Tha   praaant   ayatai  i 

tranaaetlona  aanually  from  tha 

ccsaunlng  and  limlta  the  nuMbar 


of  raeonatructlng  and  analyslni 
brokerage  runa  ia  cuMbeeaoaa  and  tlae 
and  quantity  of  Invaatlgatlona . 


Tha  Conaittea  recoH 
coR^tar  be  progranmad  In  an 
teadtng  to  facilitate  analyala. 


Chat  tha  central  clearini  hsui 
[  thet  will  panit  raconattuctlen  c 
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Currently     trade     datJ     ia     pracai*«d 
isldarabls  tin*  1*  raquirad  fcL;  vsrltUatlon  of 


tht«*  (tap* 


To  reduca  th«  poailblllCy 
Una  ayaten"  uhataby  tha  clai 
antacs  into  a  cantral  coBpvt 
dlatinct  Inprovanant.  It  1*  cm 
pamit  tha  titM  Intarval  foi 
data  to  ba  raducad>  Any  radui 
tranaaetlona  and  tha  anCcy  < 
appoctunitla*  for  willful  and 


of  airor,  tha  Introduction  of  tha  "on 
'Ing  houaa  accaptlng  tha  ttanaactlon 
It  dlraetly  tha  trada  data  uould  ba  a 
:«ivabla  tha  "on  lina  ayttan"  can  tlao 
t{ha  collection  and  ant*cin|  of  tha  trada 
tha  tloa  batman  Ch«  axacutlon  of 
thia  data  for  claatLni  will  raduce  the 


The  Connlttae  lacosmai  da  tha 
in  eoopacatlon  vith  other  Eachaitoa. 


i.       Enfotcaitant. 
In  ganartl. 
affectlva.  Significant 
that  luch  actlona  have  datarrec 
by  tha  aania  paraona  aftac  ai 
vera  no  axpulaiona  raewitly, 
after  taoaivlng  aanotioiM. 


Fetaona  found  guilt] 
tacaivad  tha   owra 
racordkaeping  viola t: 
in  the  case  of  flraC 
apparent. 


1  Una"  ayataa  ba  Inatitutad 


It  procadurea  appear  to  ba  good  and 
have  been  adainlatarad.  It  appaara 
further  vlolationa.  Rapaat  violattona 
,ona  appaara  to  be  low.  While  there 
I  avaral  people  gave  up  thalr  Dambatahip 


of  ouatoaar  abuaa   have  generally 

^anctlona.    Dlacipllnary  actlona  for 

ba  relatively  mild,  eapectally 


i  have  ti  oded 

of f eni aa     and    whan 
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Iha  Coimlttaa  [acennm  di  ttuC  nora  actlan  should  b 
cscordfcaap ing   violation*,   e  paclally   far   laTlous 
viola t ion* . 

Tha  CoMolttaa  alao  ra  :a«nnda  patlodlc  ravlaw  and  raport  to 
o '  th«  Floor  3ucvaillancei  Compllanca 


eha  Board  of  the  «ctior 


Dlvlsi 
Cotantt'taa. 


tha  Builnaaa  Condu  :t   Comlttaai   and   tha  Suparvlsory 
Such  .vavlBH 


;a|ular  baala  could  ba  acconplLahad  by  a 
apaelal  conolttaa  of  tha  Board  >f  tUnagara  cempotad  of  indivlducla  not 
-aarvlng  on  tha  BCC  or  Suparvlaoty  Coamlttao. 


Cutrantly  an  applicant 
atataoanta  In  raiponaa  to 
inforsatlon  Including  f Inancl  al 
■upplamentad  by  •tataiwnta  froi  t 


for  DWDtaarshlp  ii  raqulrad  to  aubnlt 
quaatlonnalra  providing  background 
worth.  Thia  isforaatlon  ia 
3  ipoBBocs  and  a  paraonal  Intetviaw. 
Approval  for  MBbarahip,  hoi  avai,  raata  primarily  on  tha  appllcanta 
ability  to  maat  tha  Ixchangaa  liinloun  financial  raqulrenwnta. 


The  Connlttaa  b«ll«v>«  th|t  natntainlng  high  ethical  atandarda  of 
saubata  of  tha  Eachanga  la  thi  beat  Beana  of  aaauring  tha  Integrity  of 

the  ayatan  and  of  protecting  ci^tomara  froa  abuaa. 


Tha  CoiMtttaa  reoosMnde 
infomatlon  about  an  appllcan 
DOC  only  of  financial  taaourca  i 
and  record  of  violet lone  c 
recoomenda  that  tha  Joint 
Infomatlon  vlth  all  future* 


:  tin 


that  the  peaeent  ay* ten  of  obteining 
ba  •upplamantad  by  an  lndap*ndant  check 
of  credit  rating,  police  record* 
I  any  other  axehtnge.  The  Connlttaa 
Audit  Co^iittae  conalder  exchanging 
nchangat  regarding  violatlona  by  trader* 
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Th*  ConnittM  also  racommtilds  Cha  Manbarshlp  Conmlttea  utillz*  iti 
pouat  to  dsny  accais  to  any  ijndlvldual.  It  bsllavai  ii  unfit  Co  ba  « 
member.  The  Hanberihlp  Coranitt^a  should  Judge  carefully  tha  knovladga 
and  Isval*  of  skill*  of  periona  |«pplylng  for  trading  pxlvllagaf. 


1.       Tralntng. 

Fraaantly,  tha  Exchi 
Co  trada  paia  an  oral  axwplnatii 
have  «  training  program  aa  i 
exaninatlona  to  taach  rulaa 
nanbara  that  Intand  to  trade 
cuacomara  uould  ba  helpful  t< 
undaratood  and  cotr«ctly  Inpj 
axacuta  ordata  have  baan  clerk, 
procaduraa,  but  may  not  b«  fi 
Others  applying  to  bacone 
axperlanca.   In  aoDe  caiei 
a  pariod  of  obaarvatlon  of  floo 


Tha  Coottlttaa 
:ouraa  for  maaberi  in  eoopari 
a  daairing  to  CCtda. 
laldarad  for  paraon*  without 


Inatitutad 
axchanga*. 


ga  raqulrta  meiobara  leaking  parnlaalon 

on  trading.   Th«  Bxchanga  doea  not 

Training  couraea  followed  by  urlttan 

ragulationa  to  nav  and  proapactlva 

tha  floor  whathar  for  thwuelvas  or  for 

that  tha  rulaa  are  thoroughly 

.•manted.   Hoat  new  nambara  adnlttad  to 

ara  fanlliar  ulth  tha  generel 

.liar  with  other  Exchange  or  CfTC  rulaa. 

nay  have  had  no  pravioua  floor 

I  Che  person  haa  no  pravioua  axperiane* 

trading  la  required. 


tha  Zxchanga  IniClCuta  a  training 
;lon  Mith  oChar  exchangea  aapaelally  for 
It  raconaand*  that  appraocloaahlp  ba 
lufflclant  axperlence. 


Tha  Comittae  atronily  auppoit*  tha  ptopoaal  to  InaCituta 
•thlci  tor  all  aamblra  and  raeooaenda  such  a  progran  ba 
praetjleabla  and  in  cooperation  with  other 
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:.    Education. 

Iha  Exchanga  has  a  piiblic  rkliciona 
•ngaisd  priourily  in  providing  |informatlon  to 
pacformancs  and  nau  contrtcti.  !  Futural  oiarki 


by  tha  public  and  i 


subJacC  to  publli 
arronaout  parcaptions. 

The  Comnittaa 
r*tponalbllity  to  axplaln 
vlth  btoadar  quaation*  of 
acononlc  dspartoanti  of  the 

should  ba  anllitad. 


staff  prasantly,  which  is 
Cha  public  about  contract 
s  are  not  uall  undarsCOOd 
3I   dtcasa  such  an  unusual  prica  movamants  or 
af  miikat  activity  thai*  markats  ara  often 
ticlsn  Hi  ich  may  ba  baaad  upon  nlccon caption*  and 


1.   Floor  Survalllanca 

(a)  Fill  tha  vacal 
axparlancad  paraon  and  intani 
tti«  violations.  | 

(b)  Enforca  aora  (trlngi 


hat  the  Exchanga  sssuma  son* 

functions  of  futucaa  narkata.  In  daallng 

function  and  public  banaflt  tha 

illagai  and  univacsitiaa  and  oCh«c 


the  chief  floor  suparvisor  vlth  an 
y  tha  progran  ulth  enphaala  on  deCactlng 


raquirantants  for  aubalttlng 
tlnaly  and  accucataly  trada  data  to  iDprova  tha  audit  trail. 

(c)  Study  tha  poailbtlity  of  ahortaning  the  Intarval  for 
ibnltting  data  from  trading  c.  rd*. 

la"  computer  systan  fot  Inputlng  trade 

verification. 

I  to  speed  analysl*  of  trade  data  and 


(d)  InatituC 
data  directly  and  for  Imedlat 

(a)  Program  compute 
tha  reconstruction  of  trade*. 

(f)  Effort*  should  a  Intaniiflad 
Hhich  is  at  l***t  90X   accurst* 


n  audit  trail 
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2. 


Enfoi 


(a)  Appoint  a  spatial  connlttae  of  Board  of  ManajBrs  eo 
revlau  parlodically  tha  activlClas  of  tha  Compllanca  and  Market. 
Survalllance  Staff,  tha  Busln|sa  Conduct  Caimiittea  and  the  Suparvlaory 
Connlttaa.  ' 


3.   Mambarshlp. 

(■)  St rang than 

(b)  Instltuta  : 

(c)  Instltuta  1 

(d)  Inatltuta  achlei 

(e)  Coniider  apptant icaahlpt 
nau  manbera. 

(f)  Exchanga  of  intfi 
regarding  violations  by  tradara 


lip  qualifications. 
inC  background  chacks< 
program  for  nav  naobara. 
raining  for  all  oaMbara. 

tuparvlaoty  pre gran  for 


.tion  with  othat  futucas  exchanga* 
and  maabar  f(.nu< 


A.   Education. 

(a)  Strangthan  tha  ! 
function  to  Include  educatic 
futures  e 


.Ic  Ralatlons  Division  and  axpand  Ita 
efforts  Chat  explain  tha  functions  of 


Ksapaetfully  suboittad, 
)U«d  Dunn,  Jr.,  Chalnnan 
J.  D.  ButUr 
Carl  Andarion 
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The  Chairman.  Thank  you  very  much.  We  will  have  questions 
when  we  finish  with  the  panel. 

STATEMENT  OF  MICHAEL  BRAUDE,  PRESIDENT  AND  CHIEF  EX- 
ECUTIVE OFFICER.  KANSAS  CITY  BOARD  OF  TRADE,  KANSAS 
CITY,  MO 

Mr.  Braude.  Chairmetn  Leahy,  Senator  Lugar,  I  also  would  point 
out  to  Mr.  Frick  that  he  does  have  a  1-minute  guarantee  in  Kansas 
City.  There  is  no  big  gap.  We  have  voluntarily  manually  timed  our 
trades  to  the  minute  for  almostlO  years,  and  aa  testimony  at  the 
House  committee  showed,  the  CFTC  has  certified  our  audit  trails 
accurate  between  97  and  98  percent. 


I  very  much  appreciate  the  opportunity  to  appear  here  today  to 
give  the  Kansas  City  Board  of  iVade's  views  on  this  legislation.  I 
have  been  president  and  chief  executive  officer  of  the  Kansas  City 
Board  of  Trade  for  5.5  years,  and  it  has  been  my  experience  that 
CFTC  has  done  a  good  job  of  governing  this  industry  in  a  very  chal- 
lenging period. 


Our  exchange  has  always  and  will  always  take  an  active  role  in 
efforts  to  protect  the  int^rity  of  the  markets.  That  is  why  we  are 
eager  to  work  with  your  committee  to  develop  l^islation  toward 
this  gofd. 

The  Kansas  City  Board  of  Trade  has  long  recognized  that  self- 
preservation  dememds  a  diligent  effort  to  keep  our  house  in  order. 
Customer  trust  is  the  biggest  asset  we  have,  and  we  work  hard  to 
detect  and  punish  any  who  would  try  to  compromise  that  trust. 

PESSPBCTIVE  OF  A  SMALLER  EXCHANGE 

I  just  want  to  basically  tfdk  about  two  provisions  of  the  l^isla- 
tion.  But  before  that,  I  want  to  stress  that  we  think  our  appearance 
here  is  important  because  it  seems  to  us  this  panel  is  the  first  op- 
portunity to  offer  your  committee  a  perspective  on  smaller  ex- 
changes in  genered  and  our  exchange  in  particular. 

Senator  Leahy,  you  were  quite  correct.  We  have  no  big  hank,  of 
Euxx)untants,  lawyers  or  Washington  staff.  We  are  often  overshad- 
owed by  our  larger  counterparts.  I  think  it  is  regrettable  that  the 
GAO 

The  Chairman.  I  noticed  the  smiles  when  I  even  mention  the 
bank  of  lawyers. 


Mr.  Braude.  Senator,  I  think  it  is  r^^ttable  that  the  GAO,  in 
conducting  their  study,  did  not  come  out  to  Kansas.  I  don't  beliiave 
they  came  to  any  of  the  smaller  exchanges,  but  they  did  not  come 
out  to  Kansas  City. 
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I  siao  would  teU  you  that  your  committee,  eind  certainly  your 
staff,  IB  always  welcome  in  Kansas  City,  and  we  would  invite  you  to 
come  out.  The  House  committee  came  out  twice,  and  I  think  it  was 
helpful  to  them  in  their  deliberations. 

NUMBER  OF  PRODUCTS  AND  VOLUME  OF  CONTRACrS  TRADED 

Now,  one  b^  difference,  obviously,  is  the  nimiber  of  products  and 
volume  of  contracts  traded.  The  Kansas  City  Board  of  Trade  cur- 
rently hsis  five  contracts:  an  active  Hard  Red  Winter  wheat,  op- 
tions on  that  contreict,  greiin  sorghum  futures,  and  Value  Line  and 
Mini  Value  Line  stock-index  contracts.  To  put  things  in  perspec- 
tive, our  exchange's  total  trading  volume  in  the  last  5  years  has 
averaged  6,810  contracts  a  day,  about  2  percent  of  the  averetge 
daily  volume  of  some  of  the  larger  exchEmges. 

Our  annued  budget  is  less  than  $5  million,  less  than  the  amount 
of  money  the  two  Chicaigo  exchanges  are  spending  on  research  on 
the  hand-held  instruments  or  less  than  the  amount  of  money  that 
some  exchanges  have  spent  on  marketing  new  products. 

THE  KCBT  IS  KNOWN  PRIMARILY  AS  A  HEDGING  MARKET  FOR  THE 
GRAIN  INDUSTRY,  A  SERVICE  WE  HAVE  RENDERED  SINCE  1876 

Now,  there  is  another  difference  between  the  Kansas  City  Board 
of  Trade  and  some  other  exchanges,  and  that  is  that  since  1876,  we 
have  operated  primarily  as  a  hedging  market  for  the  grain 
industry. 

Of  the  88  firms  represented  by  our  members,  40  are  directly  in- 
volved in  the  production,  distribution  or  processing  of  grain  and  at 
least  11  more  firms  represent  those  interests  by  handling  mostly 
hedgii^  accounts.  Hedgers  hold  an  average  of  about  90  percent  of 
all  open  positions  in  our  grain  contracts. 

In  many  ways,  our  small  size  and  market  composition  gives  us 
advantages.  Through  a  combination  of  computerized  and  manual 
surveillance,  we  have  developed  an  audit  trail — that  the  CFTC  has 
certified — that  attains  an  average  of  better  than  97  percent  accura- 
cy rate  in  verifying  the  time  of  treides  to  a  l-minute  standard. 
Hedgers  demtuid  that  market  int^rity,  and  we  have  no  choice  but 
to  deliver. 

In  other  ways,  however,  we  face  cheillenges  as  a  small  exchange. 
Just  as  any  small  business,  we  by  definition  have  fewer  resources 
relative  to  our  larger,  better-capitalized  competition.  Finding  the 
most  efficient  solution  to  a  problem  is  not  only  a  desirable  objective 
of  the  Kansas  City  Board  of  Trade,  but  it  is  a  necessity  as  we  go 
about  the  daily  business  of  tryii^  to  figure  out  how  to  edlocate 
resources. 

AUDIT  TRAILS  AND  EXOOR  SURVEILLANCE 

I  want  to  talk  about  the  audit  trail  and  surveillance.  First,  we 
are  in  complete  and  unqualified  agreement  with  the  goal  and  the 
importance  of  an  accurate  audit  tredl.  That  is  why  we  have  placed 
an  ongoing  effort  to  support  and  improve  our  surveillemce  proce- 
dure. That  is  why,  as  a  result  of  voluntary,  l-minut«  timing,  we 
have  achieved  the  better  than  97  percent  compliance  with  the  cur- 
rent l-minute  standard. 
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Like  the  committee,  we  want  an  audit  trail  that  is  as  accurate  as 
possible,  and  we  continually  seek  methods  to  improve  it.  We  also 
agree  that  responsibility  for  setting  the  audit  standard  rests  with 
Congress  and  the  CFTC,  with  the  CFTC  retaining  the  ultimate  au- 
thority to  determine  whether  Em  exchfuige  has  met  that  standard. 

However,  we  suggest  that  the  method  of  achieving  that  st{md£u*d 
has  to  r^t  with  each  exchange.  While  it  is  unclear  to  us  what  this 
legislation  means  by  such  terms  as  an  "independent"  source  of  re- 
cording all  trades,  and  other  finer  points,  what  seems  to  be  clear  is 
that  the  l^islation  could  require  aU  exchanges  to  automate  much 
of  the  trading  function  from  receipt  of  the  order  to  execution  of  the 
trade  to  notification  of  the  customer. 

In  Kansas  City,  we  are  not  afraid  of  automation.  Many  KCBT  op- 
erations are  completely  automated,  including  price  reportii^  and 
clearing  functions.  However,  we  don't  consider  automation  in  our 
case  will  be  the  appropriate  case  of  action  for  all  situations. 

Every  exchange  faces  its  own  issues— size,  capitalization,  physi- 
cal layout,  technical  resources  and  others— in  determining  which 
mix  of  manual  inputs  and  automation  may  best  accomplish  the 
goEil.  The  customer  will  decide  the  rest.  If  the  customer  feels  that 
complete  automation  best  serves  his  purpose,  he  will  take  his  busi- 
ness to  exchanges  that  are  completely  automated. 

By  determining  the  system  to  meet  the  prescribed  audit  stand- 
ard, the  exchange  can  take  Into  account  its  own  unique  character- 
istics. For  us,  a  critical  factor,  obviously,  is  our  size  and  the  size  of 
our  member  firms. 

Many  of  our  member  firms  are  small  regional  operations, 
milking  them  especially  vulnerable  to  a  forced  plan  of  capital  ex- 
penditures. Even  the  lai^e  multinational  grain  companies,  repre- 
sented in  Kansas  City,  are  sensitive  to  the  costs  of  maintaimng 
their  Kansas  City  branch  operations. 

Recent  legislative  history  shows  that  Congress  shares  our  con- 
cern for  small  business.  Through  l^islation  such  as  the  1980  R^:u- 
latory  Flexibility  Act,  Congress  recognized  the  unique  competitive 
situation  facing  smaU  businesses,  and  mandated  special  treatment 
to  protect  the  competitive  ability  of  small  firms.  We  feel  confident 
that  you  will  do  the  same  here. 

DUAL  TRADINa 

Just  a  word  on  dual  trading.  We  are  pleeised  the  l^islation  rec* 
ognizes  dual  trading  as  a  legitimate  and  necessary  component  of  fu- 
tures  trading,  especiedly  at  smaller  exchemges  like  ours,  where  dual 
trading  is  vital  to  liquidity.  The  legislation  reflects  our  position 
that  dual  trading  should  be  allowed  at  any  exchange  that  can  dem- 
onstrate it  can  protect  against  abuses  that  may  result  from  that 
practice,  and  we  feel  we  can. 

The  Chairman.  There  is,  of  course,  that  kind  of  provision  in  the 
legislation. 

Mr.  Braude.  Yes,  sir,  we  totally  agree. 

The  Chairman.  OK. 

CONCLUSION 

Mr.  Braude.  Let  me  just  finally  summarize. 
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A  headline  in  the  October  9,  1989,  edition  of  Securities  Week 
states  our  concern  most  succinctly:  "Senate  Bill's  Audit  Trail  Lan- 
guage May  Give  CBT,  CME  a  Monopoly."  For  the  Kansas  City 
Board  of  Trade,  and  I  am  sure  other  sinaller  exchanges  and  our 
customers,  that  is  the  stuff  of  nightmares.  We  are  certain  such  an 
outcome  was  not  intended  by  this  committee.  Nonetheless  the  out- 
come is  quite  possible. 

It  also  has  been  reported  that  this  legislation  serves  as  a  spring- 
board to  fiiUy  automated  futures  trading  and  the  dismantlmg  o( 
the  open  outcry  system.  By  coincidence,  just  last  Wednesday,  our 
exchange  entertfiined  an  official  from  the  New  Zealand  Futures 
Elzchange,  a  fully  automated  market. 

Naturally,  discussions  of  the  two  systems  surfaced,  and  I  would 
like  to  share  with  you  a  comment  this  official  volunteered.  Al- 
though he  did  not  advocate  one  system  over  another,  it  was  his  per- 
ception that  the  loss  of  human  interaction  in  automated  markets 
hurts  market  liquidity. 

Senators,  we  appreciate  your  efforts  to  assure  that  our  system  is 
the  best  system  possible,  and  our  comments  are  offered  in  this 
regard.  We  went  into  a  lot  more  detail  in  our  written  testimony, 
and  we  hope  you  will  review  that. 

Thank  you  for  the  opportunity  to  appear  here  today  and  listen  to 
the  cause  of  the  smaller  exchanges. 

The  Chaekman.  And  I  also  got  the  message  about  your  wanting 
somebody  to  come  out  and  take  a  look  at  the  Kansas 

Mr.  Bbauok.  We  really  would. 

The  CHAiRBfAN.  I  think  you  raise  a  good  [>oint,  if  we  can  do  it  I 
have  been  out  to  the  Minneapolis  Grain  Exchange. 

[rile  prepared  statement  of  Mr.  Braude  follows:] 
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TESTIMONY  OF  THE  KANSAS  Crrv  BOARD  OF  TRADE 

OCT.  17,  1989 

MICHAEL  BRAUOE,  PRESIDENT 

before  the 

SENATE  COMMFTTEE  ON  AGRCULTURE,  NUTRITION,  AND  FORESTRY 

FUTURES  TRADING  PRACTICES  ACT  OF  1 989 


Chairman  Leahy  and  dlsttngulshed  members  of  the  Committee: 

I  very  much  appraciate  the  Invitation  to  appear  here  today  to  discuss  the  Kansas 
City  Board  of  Trade's  views  on  your  legislation  to  reauthorize  the  Commodity 
Futures  Trading  Commission. 

i  am  MIchae)  Braude,  president  and  chief  executive  officer  of  the  exchange. 

Let  me  preface  these  remarlw  by  stating  that  since  I  Joined  the  exchange  five  and 
a  half  years  ago,  my  experience  has  been  that  the  Commodity  Futures  Trading 
Commission  has  done  an  exemplary  fob  of  governing  the  commodities  Industry 
through  a  very  challenging  period  In  the  industry's  development:  a  time  of 
phenomenal  growth  in  trading  volume,  in  numbers  of  products  traded  and  in  the 
diversity  of  Instruments  available. 

The  CFTC  has  done  lis  Job  even  though  the  agency,  since  its  inception  15  years 
ago,  has  been  forced  to  operate  witfwut  the  vote  of  confidence,  clear  mandate  or 
budget  dollars  Ihal  permanent  status  would  provide.  That's  easy  to  lose  sight  of  In 
the  current  anxious  environment.  It's  also  easy  to  overlook  that  Congress  has 
closely  analyzed  the  CFTC's  activities  and  agenda  at  least  every  four  years  during 
reauthorizations. 

The  Kansas  City  Board  of  Trade  always  has  fallen  and  always  will  take  an  active 
role  In  all  efforts  to  protect  the  integrity  of  the  markets.    That  is  why  we  are 
eager  to  work  whh  the  Committee  to  develop  legislation  thai  achieves  this  goal. 
We  think  an  Important  step  Is  to  make  the  Commodity  Futures  Trading 
Commission  a  permanent  government  agency.    Congresskmai  and  CFTC  resources 
invested  in  quadrennial  reauthorizations  could  be  much  better  spent  on 
determining  a  mutually  agreed-upon  agenda  for  the  agency. 

We  also  think  It  is  important  to  remember  that  the  principles  underpinning  the 
existing  commodity  regulatory  structure  remain  valid.    Every  crisis  has  Its 
whipping  boy,  and  this  lime  the  attack  has  been  dirented  at  the  very  essence  of  the 
commodity  regulatory  structure,  the  concept  of  self-regulation. 

The  Commodity  Exchange  Act  established  self-regulation  in  recognition  of  the  fact 
that  absolutely  no  one  has  a  greater  slake  in  honest  markets  than  the  futures 
exchange  itselt.    In  our  American  private  enlerprise  system,  dissatisfied 
customers  vote  with  their  pocketbooks:  any  exchange  ihat  disregards  the  welfare 
of  its  customers  will  soon  be  out  of  business. 

The  Kansas  City  Board  of  Trade  has  long  recognized  that  self-preservation 
demands  a  diligent  effort  to  keep  our  house  in  order.  Customer  trust  Is  our  single 
biggest  asset,  and  we  worit  hard  to  detect  and  punish  any  who  would  ^  to 
compromise  that  trust. 

We  respect  the  Committee's  efforts  to  protect  the  public  good,  and  we,  too,  are 
committed  to  using  the  tools  that  are  reasonably  available  to  reach  this  end. 
However,  greed,  dishonesty  and  simple  error  are  part  of  human  nature;  neither 
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laws,  nor  advanced  technology,  nor  micro-managad  markats  will  change  that  fact. 
We  continue  to  belleva  that  those  with  the  most  to  lose-the  exchanges 
themselves- -should  retain  the  primary  re^wnslbility  tor  deterring  abuse,  as 
well  as  the  latitude  to  use  effecttva  daterrence  methods  thai  til  individual 

exchange  circumstances. 

Before  addressing  ihe  specific  provisions  of  this  legislation,  let  me  stress  that  we 
see  our  appearance  hare  as  especietly  important  because  today  marks  the  first 
opportunity  for  us  to  offer  to  Ihe  Committee  a  perspective  on  smaller  exchanges 
in  general  and  the  Kansas  City  Board  of  Trade  in  particular. 

The  smaller  futures  exchange  often  is  overshadowed  by  Its  larger  counterparts; 
regrettably,  the  General  Accounting  Office's  recent  reports  on  futures  markets 
dkl  not  include  an  in-dapth  study  of  a  smaller  exchange,  and  Gommiltea  staff  to 
date  has  been  unable  to  accept  our  Invltalkins  to  examine  our  operations. 

While  It's  true  thai  futures  exchanges  are  all  in  the  same  business,  the 
comparisons  should  stop  there.  Small  exchanges  are  unique,  with  characteristics 
and  challenges  thai  differ  greatly  from  the  larger  exchanges.  Today,  we  would 
like  to  again  Invite  you  K>  visit  the  Kansas  City  Board  of  Trade  to  see  these 
differences  first-hand. 

One  difference,  naturally,  is  the  number  of  products  and  volume  of  contracts 
traded.  The  Kansas  City  Board  of  Trade  currently  has  five  contracts:  an  active 
hard  red  winter  wheat  futures  contract  and  contracts  on  wheat  options,  grein 
sorghum  futures  and  Value  Line  and  Mini  Value  Line  slock  index  futures.  The 
exchange's  total  trading  volume  In  the  last  five  years  has  averaged  6,610 
conlracls  daily,  about  2  percent  of  the  average  daily  volume  of  some  of  the  larger 
exchanges. 

The  nature  of  business  on  our  exchange  is  another  difference.  The  KCBT  is  known 
primarily  as  a  hedging  maiket  tor  the  grain  industry,  a  service  we  have  rendered 
since  1876. 

Of  the  88  firms  represented  by  our  members,  40  are  directly  involved  in  the 
production,  distribution  or  processing  of  grain  artd  at  least  11  more  firms 
represent  those  interests  by  handling  mostly  hedging  accounts.  Hedgers  hoU  an 
average  ol  about  90  percent  of  ail  open  positionE  in  our  grain  contracts. 

In  many  ways,  our  small  size  and  maiket  composition  give  us  advantages. 
Through  a  combination  of  computerized  and  manual  surveillance,  we  have 
developed  an  audit  trait  that  attains  an  average  97-percent  accuracy  rale  in 
verifyirig  the  time  of  trades  to  a  one-minute  standard.   Hedgers  demand  mailtel 
integrity,  and  we  have  no  ctioice  but  to  deliver. 

in  other  ways,  however,  we  face  challenges  as  a  smaH  exchange.  Just  as  any 
smaller  business,  we  by  definition  have  fewer  resources  relative  to  our  larger, 
better-capitalized  competitton.    Finding  the  most  efficient  soiutton  to  a  problem 
is  not  only  a  desirable  objective  at  this  exchange,  but  a  necessity  as  we  go  about 
the  daily  business  of  alkx:ating  resources  where  they  are  most  needed. 

We'd  now  tike  to  address  the  key  proposals  in  this  legislation. 

AUDIT  TRAILS  AND  FLOOR  SURVEILLANCE 

Let  me  state  first  that  the  Kansas  City  Board  ol  Trade  is  In  unqualified  agreamant 
with  the  Committee  on  the  importance  of  an  accurate  audit  trail.  That  Is  wf>y  this 
exchange  has  in  place  an  on-going  effort  to  support  and  improve  our  surveillance 
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procedures.  As  a  result  of  this  effort,  we  were  the  first  exchange  to  require  a 
ona-mlnuta  timing  standard,  and,  as  I  mentioned  earlier,  we  average  g7-percent 
compliance  witti  the  current  one-minute  standard. 

Like  the  Committee,  we  want  an  audit  trail  that  Is  as  accurate  as  possible,  and  we 
continually  seek  methods  to  Improve  It.  We  elso  agree  that  tha  responsbiilty  for 
setting  the  audit  standard  rasts  with  Congress  and  tha  CFTC.  with  the  CFTC 
refining  the  ultimate  authority  to  determine  whetfier  an  exchange  has  met  the 
standard. 

However,  with  due  rasped,  we  suggest  that  the  melfiod  of  achieving  that  standard 
shoukf  rest  with  each  exchange.  While  It  Is  unclear  what  this  leglslatkin  means 
by  such  tenns  as  an  'Independent'  source  of  recording  all  trades,  and  other  finer 
points,  what  is  clear  is  the  leglslatton  woukl  require  all  exchanges  to  automate 
the  entire  trading  functkin,  from  receipt  of  tha  order,  to  axacutk>n  of  the  trade, 
to  notification  of  Ifie  customer  that  the  trade  has  been  executed. 

The  KCBT  Is  not  afraid  of  automation.  Many  KCBT  operatbns  are  complataly 

automated,  including  the  price  reporting  and  clearing  functtons.    However,  we 
don't  conskjer  automalk>n  the  appropriate  course  of  action  for  all  situations. 

Every  exchange  faces  Its  own  issues-size,  capitalization,  physteal  layout, 
technical  resources  and  others-in  determining  which  mix  of  manual  Inputs  and 
automaton  may  best  accomplish  the  goal.  The  customer  will  decide  the  rest.  If 
the  customer  feels  that  complete  automation  best  serves  his  purposes,  he  will 
take  his  business  to  exchanges  that  are  completely  automated.  The  marketplace 
will  force  competitive  exchanges  to  adapt  or  perish. 

By  detenninlng  tha  system  used  to  meet  the  prescribed  audit  standard,  the 
exchange  can  taka  into  account  Its  own  unique  characteristics.  For  us,  a  critical 
factor  to  consider  Is  our  size  and  the  size  of  our  member  firms. 

Many  of  these  firms  are  smaller  k>cai  or  regtonal  operaIk)ns,  making  them 
especially  vulnerable  to  a  forced  plan  of  capital  expenditures.  Even  the  large 
multl-natkinai  grain  firms  represented  among  our  members  are  sensitive  to  the 
oosts  of  malntainliq  thair  KCBT  branch  operations. 

Small  firms,  like  thair  larger  counterparts,  have  little  choice  but  to  pass  any 
Increased  costs  on  to  their  customers  tiy  raising  transactkin  fees.  However, 
because  the  smaller  firms  have  a  smaller  customer  base,  their  average 
transactk>n  fee  most  likely  would  be  higher  than  the  larger  firm's.    In  this 
business  of  largely  undifferentiated  sen/ices,  customers  naturally  migrate  to  tfie 
k>west  transaction  fee,  as  thay  shouU. 

What  woukJ  result,  however,  Is  a  very  real  threat  to  the  viability  of  the  smaller 
firm,  many  of  whk^  have  been  in  our  members'  families  for  the  batter  part  of 
the  last  century.  When  our  members  are  threatened,  we  are  threatened. 

Recent  legislative  history  shows  that  Congress  shares  our  concern  for  small 
business.    Through  legislation  such  as  the  1980  Regulatory  Flexibility  Act, 
Congress  recognized  the  unkyja  competitive  situatkm  facing  smaH  business,  and 
mandated  special  treatment  to  protect  the  competitive  ability  of  smaN  Arms. 

To  this  exchange's  knowledge,  no  impact  Studies  have  been  done  or  other  special 
conskJeratkin  given  to  small  firms  with  ragan]  to  these  proposals.  Certainly,  we 
have  not  been  consulted. 
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Let's  go  back  for  a  moment  to  the  basis  for  this  entirs  piece  of  legislaiion: 
protecting  tfie  welfare  of  the  investing  public.   Wfilte  the  Committee  lias  chosen  to 
address  those  relatively  few  instances  of  customar  abuse,  many  of  them  recent 
and  still  alleged,  this  legislation  would  set  requirements  that  promise  to  change, 
and  possibly  damage,  the  structure  of  an  entire  industry. 

As  smaller  t>rokerage  and  commercial  operations  are  forced  out  of  business, 
services  are  concentrated,  competition  wanes,  and  the  customer  has  fewer 
choices.  Likewise,  if  the  smaller  exchanges  cease  to  exisi,  their  contracts  may 
die  with  them,  restricting  competition  and  the  customer's  investment  options. 
This  could  pose  critical  problems  tar  hedgers  who  rely  on  specific  contracts  to 
transfer   risk. 

Undoubtedly,  futures  transaction  costs  would  be  higher,  a  barrier  to  both  the 
price- sensitive  customer  and  to  new  firms  looking  to  get  Into  the  business.   The 
scenario  could  go  on  and  on.  The  net  effect  would  be  reduced  competition, 
Increased  costs  and  I  ess -efficient  markets,  hurting  the  very  public  this 
legislalkin  is  intended  to  help. 

Another  point  to  consider  is  that  as  you  move  towards  full  automation,  you  move 
closer  to  the  potential  for  disaster  on  a  gigantic  scale.  The  GAO  itself  recognized 
this  possibllily  In  its  recent  studies  proposing  increased  automation.  However, 
the  QAO  ctiose  not  to  dwell  on  the  consequences. 

Unfortunately,  the  exchanges  do  not  have  the  same  luxury.  Each  exchange  has  to 
ask  itself  the  very  difficult  questions  of  what  happens  if  the  order-taking  system 
crashes?   Or  just  part  of  It  goes  down?   Or  if  the  order  were  not  properly 
communicated  to  a  floor  broker?    Or  If  the  market  became  particularly  active 
and  the  system  could  not  handle  the  required  order  flow?   What  if  a  competing 
interest  tapped  into  another  company's  system?   Perhaps  disabling  it?   Who 
would  have  liability  to  the  customer? 

We  agree  wholeheartedly  with  the  GAO.  as  slated  In  Its  September  1989  report  to 
this  Committee,  that  'automated  systems  .  .  .  must  be  controlled  to  ensure  thai 
they  do  not  reduce  each  exchange's  ability  to  provide  efficient,  fair,  and  equitable 
treatment  to  all  market  participants."    We  respectfully  submit  that  research  on 
the  Implications  of  automation  should  have  been  completed  before  automated 
systems  threatened  to  become  law. 

The  industry  is  moving  towards  fuller  automation,  as  It  was  even  before  the 
recent  wave  of  anxiety  over  alleged  trading  abuses.  Bui  we  are  moving  at  a  pace 
that  alk>ws  us  to  consider  the  lmplk:atk>ns,  research  the  alternatives  and  seek  the 
best  solutions  tor  each  of  our  particular  trading  environments.   We  continue  to 
ask  tor  that  flexibility. 

DUAL  TRADING 

We  are  pleased  the  legislation  recognizes  duel  trading  as  a  legitimate  and 
necessary  component  of  futures  trading,  especially  at  smaller  exchanges  where 
dual  trading  Is  vital  to  liquidity.    Tha  legislation  refiacis  our  position  that  dual 
trading  should  be  alkiwed  at  any  exchange  able  to  demonstrate  that  It  can  protect 
against  abuses  that  may  result  from  the  practice. 

We  do,  however,  reiterate  our  previous  statement  that  the  mechanism  used  to 
deled  abuse  must  not  be  legislated  because  no  law  can  take  into  account  each 
exchange's  circumstances,  needs  or  financial  rasources. 


cibv  Google 


As  a  note,  we  also  think  the  definition  of  duai  trading  put  forth  in  the  proposal 
should  be  clarified:  it  is  unclear  whether  the  term  'contract  market,*  which 
appears  a  number  of  limas,  rafers  to  a  specific  product  or  to  ail  products  offered 
by  an  exchanoe.  Given  the  proposal's  atiowance  for  case-by-case  exceptions 
when  rastrictions  threaten  marltet  efficiency,  we  suggest  the  term  should  refer 
consistenliy  to  a  specific  product. 

BROKER  ASSOCIATIONS 

Our  opinions  on  broker  associations  are  similar  to  those  on  duai  trading.   Broker 
assodetkins  In  and  of  thenrtsslves  are  not  a  problem  if  an  exchanga  has  the 
mechanisms  in  place  to  detect  rules  violations. 

if  trading  restrictions  are  put  in  place,  great  care  must  be  tal^n  In  defining 
broker  associations  SO  the  goal  of  discouraging  8buse  can  be  achieved  without 

disrupting  a  market's  effidency.    This  is  particularly  important  lo  small 
exchanges,  where  the  supply  of  brokers  is  naturally  more  limited  than  at  the 


We  think  the  proposed  legislation  is  unacceptabiy  txoad  In  its  definitions  of 
restricted  associations.   Would  the  legislatkin  apply  to  two  traders  who  merely 
use  the  services  of  tha  same  floor  clerk  to  reduce  expenses,  evan  though  tl>ey  are 
otherwise  unaffiliated?  WouM  it  apply  to  independent  traders  who  share  office 
space  to  reduce  rental  costs?  Would  it  apply  to  traders  who  have  joint  business 
arrangements  or  invastments  unrelated  to  the  futures  Industry? 

If  such  relallonshlps  were  indeed  defined  as  broker  associations  and  if  trading 
between  the  individuals  were  prohibited,  ik^uidity  at  the  Kansas  City  Board  of 
Trade  wouki  be  sevaraiy  impaired.  Again,  this  issue  cuts  to  Iha  vary  survival  of 
a  small  exchange,  where  small  finns  and  indivkJuai  entrepreneurs  must  seek  the 
most  cost- efficient  arrangements  in  order  to  stay  in  business.   Given  the 
relatively  small  number  of  ftoor  brokers  and  independent  traders  at  the  Kansas 
City  Board  of  Trade,  such  undue  restrictions  would  severely  damage  our  markets. 

Wa  think  effective  surveillance  negates  the  need  lo  enact  these  restrictkins.  But 
If  trading  among  members  of  broker  assoclatkins  is  to  be  prohibited,  the 
definitktn  of  an  association  must  be  narrow  enough  lo  avok]  damaging  a  market's 
compaiitiva  position.  We  suggest  the  CFTC,  working  with  each  exchange,  define 
what  types  of  affiliations  should  be  ragulaied.  taking  into  account  the  exchange's 
unique  characteristics. 

EXCHANGE  GOVERNING  STRUCTURE 

in  general,  we  are  troubled  by  the  tone  of  this  aniire  section  of  the  legislatk)n.   It 
shouU  be  remembered  that  futures  exchanges,  as  organizational  entities,  remain 
part  of  the  private  sector.   And  while  the  integrity  of  the  products  and  services 
rendered  by  the  exchange  and  Its  members  clearly  is  a  matter  ol  publn  concern, 
we  believe  the  public  interest  is  not  well-served  by  the  imposition  of  mandates 
on  the  organizational  workings  of  the  exchange. 

We  respectfully  submit  that  the  current  system,  which  allows  the  exchar^ies  to 
manage  their  day-to-day  operations  and  handle  problems  with  CFTC  oversight,  Is 
the  most  effective  and  remains  valid. 

That  being  said,  our  exchange  can  accept  certain  specific  provisions  of  this 
section.   We  have  no  problem  with  the  provision  requiring  that  20  percent  of  the 
governing  board  consist  of  non-members:  the  Kansas  Oily  Board  of  Trade  has.  for 
many  years,  included  two  non-members  on  its  14-member  board  of  directors, 
and  wa  were  the  first  exchange  to  elect  a  working  grain  producer  to  the  board. 
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We  do,  however,  respectfully  disagree  with  the  provision  requiring  nori- member 
panic Ipatior^  or^  certain  disciplinary  panels.    Our  problems  with  this  proposal 
are  twofold:  determining  and  locating  persons  who  are  'qualified'  to  serve  and 
protecting  the  confidentiality  of  infornnatkin  disclosed  during  disciplinary 
proceedings. 

Disciplinary  hearings  often  revolve  around  situations  thai  are  highly  technical 
and  not  easily  understood  even  by  those  familiar  with  the  mechanics  of  futures 
trading.    We  question  whether  someone  without  axpertisa  could  sarva  effectively; 
such  a  person  naturally  would  tend  to  defer  to  more-knowledgeable  panel 
members,  thus  concenirallng,  rather  than  diffusing,  their  Inriusnce.    The  Issue 
then  becomes  ona  of  how  to  determine  expertise  and  how  to  find  an  expert. 

In  many  disciplinary  proceedings,  confidential  information  on  specific  market  or 
financial  positions  must  be  disclosed.  The  exchange  and  the  CFTC  have  recourse 
against  any  member  who  would  violate  the  confidentiality  of  information  recoivad 
in  a  haaring,  but  would  have  little  way  to  delect  or  punlsti  such  violations  by  a 
non-member. 

Further,  we  respectfully  submit  that  the  provision  requiring  non-member 
participation  is  not  needed  to  ensure  unbiased  findings.  We  thinl<  the  CFTC  has 
proven  itself  competent  to  serve  as  an  Impartial  judge  on  disciplinary  matters. 

Another  point  with  which  we  respectfully  talte  issue  surfaces  In  several  sections 
of  this  legislation:  the  sweeping  authority  given  to  Intrude  Into  the  employer- 
employee  relationship.  Existing  CFTC  regulations  and  exchange  rules  set  forth 
which  staff  activity  is  prohibited;  for  instance,  staff  members  may  not  trade  in 
futures  markets,  nor  can  they  control  customer  funds. 


RESTRICTIONS  ON  EXCHANGE  RULE  VIOLATORS 

We  have  no  problem  with  the  principle  of  restricting  members  found  guilty  of 
certain  violations  from  serving  on  governing  boards  and  certain  committees  or 
disciplinary  panels  for  a  set  period  of  time.  However,  we  do  think  the  exchange 
should  retain  the  right  to  determine  what  vkilations  are  grounds  for  Inallglbllity. 

Each  exchange  Is  charged  with  the  responsibility  to  investigate  and  adjudicate 
possible  rules  violations.  Each  case  Is  different,  and  because  the  exchange 
reviews  each  case  in  detail,  the  exchange  Is  In  the  best  position  to  detemilne  the 
severity  of  the  offense  and  the  appropriate  penalties.  This  includes  the 
appropriateness  of  restrictions  on  board  or  commiiiee  servk». 

In  testimony  prepared  for  this  Committee  on  September  8,  1989,  Richard  Fogel, 
Assistant  Comptroller  General,  referred  to  the  difficulties  Inherent  In  trying  to 
make  arbitrary  generalizations  about  violations  and  appropriate  penalties.  Mr. 
Fogel  said,  and  I  quote,  '...the  universe  of  abuses  is  unknown  and  the  unkfueness 
and  complexity  of  ead)  case  predude  an  assessment  of  the  adequacy  and 
consistency  of  penalties  (emphasis  added).' 

We  think  Mr.  Fogel's  point  is  well-taken.     We  think  the  CFTC's  current 
authority,  In  conjunction  with  the  exchange's  responsibilities,  provides  adequate 
lools  to  deal  with  violations  without  the  need  to  establish  arbitrary  and 
mandatory  "categories"  before  the  fact. 
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EXCHANGE  OBLIGATION  TO  NOTIFY  CUSTOMERS 

We  share  the  Comminee's  desire  to  assure  that  cuslomers  who  suffer  financial 
harm  from  rules  violations  or  trading  abuses  have  recourse.  Theoretically,  a 
customer  who  is  unaware  of  such  harm  has  no  recourse. 

Nonetheiess,  we  thinli  the  provision  that  obiigates  the  futures  exchange  to  notify 
customers  wili  create  more  protHams  than  it  Is  intended  lo  solve.   While  the  Idea 
on  its  surface  may  appear  simple,  a  closer  look  reveals  a  Pandora's  box  of 
practical,  legal  and  economic  Implications  that  must  not  be  Ignored. 

The  mechanics  and  the  logistics  of  the  notification  process  alona  pose  a  host  of 
practical  questions.   How  to  notify:  by  phone,  by  lelter,  by  telegram?     Where  to 
notify:    at  home,  in  the  office,  on  vacation?   What  is  'prompt"  notification: 
within  the  minute,  the  hour,  tha  day,  the  weak,  the  month?  What  actually 
constitutes  noilficaiion:  it  the  method  is  by  mall  artd  the  letter  Is  lost,  has  the 
customer  been  notified?  If  the  method  is  by  phone  and  a  message  is  left,  has  the 
customer  been  notified?  What  if  the  customer  cannot  be  reached?  At  what  point 
does  me  obligation  to  notify  cease? 

We  see  an  array  of  problems  with  this  provision.   A  futures  exchange  does  not 
maintain  records  on  individual  customer  accounts;  the  firms  handling  the 
accounts  have  that  rasponsit>ilily.  Under  this  provision,  the  exchange  would  have 
to  devekip  a  system  to  acquire  and  maintain  records  of  cuslomers  who  might  have 
been  affected  by  a  violalk>n. 

Not  all  rules  vlolatk>n5  necessarily  result  in  financial  harm  to  cuslomers.  in 
fact,  in  some  cases,  it  is  difficult  to  determine  whether  any  financial  harm 
actually  occurred. 

Under  this  provision,  exchanges  would  be  required  to  reconstruct  customers' 
trading  activity,  analyze  the  accounts,  and  try  to  determine  whether  the  violation 
in  question  negatively  affected  the  customers'  positions. 

Ttte  proposal  also  opens  up  a  whole  new  arena  of  potential  legal  liability.  The 
exchange  polenlially  would  be  liable  for  the  determination  of  financial  harm,  as 
well  as  for  when  notification  wasn't  made  and  should  have  been,  and  when 
notification  was  made  and  should  not  have  been. 

The  practical  issues  Cited  above  certainly  would  have  an  economic  impact  on 
exchanges.    Although  we  are  not  able  to  estimate  costs  at  this  point,  we  think  the 
resources  required  to  develop  a  system  of  record -keeping,  account  analysis  and 
noilficaiion  would  pose  an  undue  economic  burden  on  all  exchanges.  The  increase 
In  potential  legal  liability  would  exact  additional  costs. 

CONFLICT-OF-INTEREST    ISSUES 

Because  customer  trust  in  our  markets'  Integrity  is  the  keystone  of  our 
exchange,  we  fully  appreciate  the  need  to  avoid  conflicts  of  interest  as  well  as  the 
mere  appearance  of  such  conflicts. 

To  this  end,  we  already  have  in  place  a  rule  prohibiting  the  use  or  disclosure  Of 
material,  non-public  information  obtained  as  a  result  of  partidpalion  on  a 
goveming  board  or  committee,  as  required  by  CFTC  regulations. 


Outside  of  official  exchange  deliberations,  board  end  committee  members  are 
competitors  in  the  marketplace.  If  a  member  Is  forced  to  disclose  his  and  his 
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firm's  positions  to    other  members,  his  competllors  gain  a  distinct  psychological, 
if  not  competitive,  advaniaga. 

The  legislation  as  currently  proposed  would  discourage  board  or  committee 
participalion  by  pertiaps  the  most  qualified  exchange  memt»rs,  to  the 
disadvantage  of  the  exchange,  the  customer  and  the  futures  industry. 

Although  the  legislation  acknowledges  this  potential  protilem,  we  thinli  it  Is 
possible  lo  develop  a  woikable  form  of  disclosure  to  other  entities  wtio  would  rwt 
compromise  the  confidentiality  of  trading  Information.   We  suggest  the  committee 
consider  an  alternative  solution  wherein  a  member  is  required  to  disclose 
positions  to  the  exchange's  compliance  department  wfio,  along  writh  the  CFTC, 
would  assess  whether  a  potential  confilct  of  interest  existed.  The  use  of  a  neutral 
party  would  meet  the  apparent  Intent  of  this  proposal. 

FCM  RESPONSIBILITY  FOR  FLOOR  BROKERS 
As  we  have  stated,  the  KCBT  comprises  a  number  of  firms  whose  primary 
business  Is  to  fill  orders  for  hedgers  or  the  Investing  public.   For  many  of  these 
firms,  especially  the  smaller  ones,  it  Is  not  cost-efficient  to  employ  a  full-time 
pit  trader  to  handle  orders. 

For  these  firms,  the  ability  to  give  orders  to  floor  brokers  is  critical.    The  firms 
realize  savings  by  paying  commissions  on  a  per-transactlon  basis,  instead  of 
absorbing  the  costs  of  salary  end  benefits.   In  addilion,  the  firms,  and  ultimately 
their  customers,  are  liltely  lo  receive  the  most  efftelent  order  fill  because  the 
transaction  was  handled  by  a  professional  pit  trader  whose  livelihood  depends  on 
satisfied  customers. 

II  futures  commission  merchants  are  held  legally  responsible  for  floor  broker 
activity,  many  of  these  FCMs,  especially  the  smaller  ones,  are  unlikely  to  beef  up 
their  oversight  of  floor  brokers,  which  is  the  apparent  intent  of  this  provision. 
Instead,  most  woukf  cease  to  use  floor  brokers  to  avoid  the  specter  of  liability. 
Some  firms  might  be  able  to  justify  emptying  traders  directly,  but  others  could 
well  find  it  necessary  to  dose  their  doors. 

This  is  complicated  further  by  the  fact  that  many  smaller  FCMs  send  their  orders 
to  larger  clearing  FCMs  for  execution,  with  the  clearing  firm  responsible  for 
selecling  the  floor  broker.  Which  FCM  would  tie  held  liable  in  this  situation? 

On  another  note,  without  commissions  earned  from  FCM  orders,  floor  brokers 
would  go  out  of  business.    At  small  exchanges  such  as  ours,  the  presence  and 
trading  activity  of  floor  brokers  Is  critical  to  market  efflclency,  a  fact 
recognized  by  this  Committee  In  Its  provisions  on  dual  trading. 

In  our  opinion,  this  provlskin  Is  unnecessary.   Customers  already  have  the 
means,  through  the  courts,  the  CFTC  or  the  Nation^  Futures  Association,  to  seek 
redress  against  parties  to  a  questionable  transactton.  The  customer  Is  protected 
and  the  markets  are  allowed  to  worit. 

CONSISTErfT  PENALTIES  AMONG  EXCHANGES 
We  respectfully  take  issue  with  the  concept  of  making  penalties  for  rule 
violations  consistent  among  the  exchanges.  As  you  will  recall,  the  GAG  Itself 
adtnowledged  that  the  uniqueness  and  complexl^  of  each  indlvkJuat  case 
precludes  this.  We  agree. 
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EXCHANGE  SERVICE  FEES 

The  KCBT  accepts  the  principle  ttiat  each  exchange  should  be  responsible  tor  a 
lair  share  of  the  costs  of  protecting  market  integrity;  service  fees,  In  tad,  are 
part  of  the  existing  regulatory  structure. 

However,  we  respectfully  submit  that  CFTC  resources,  and  consequently  services 
fees,  should  be  allocated  to  each  exchange  based  on  some  quantifiable  standard, 
such  as  trading  volume. 

Currently,  sen/ice  fees  are  based  on  65  percent  of  the  average  annua)  cost  of 
compliance  reviews.  We  are  of  the  opinion  thai  smaller  exchanges  are  being 
allocated  a  dispropor-tlonately  large  share  of  CFTC  resources,  and  thus,  are 
paying  a  disproportionaieiy  large  share  of  senfice  fees. 

For  example,  the  Kansas  City  Board  of  Trade's  1989  service  fee  is  scheduled  to  be 
about  26  percent  of  the  fee  paid  by  the  larger  exchanges;  yet  the  KCBT's  dally 
trading  volume  Is  less  than  2  percent,  on  average,  of  the  volumes  at  those 
exchanges.    Further,  we  understand  that  our  current  audit  trail  accuracy  rate  is 
well  above  average  and  Is  among  the  highest  of  any  exchange. 

As  exchanges  continue  to  improve  their  audit  systems,  they  obviously  witt  be 
incurring  additional,  as  yet  unknown,  inlernal  costs.   Also,  as  the  CFTC  adds 
resources  as  mandated  in  this  tegislaiion,  their  costs,  as  well  as  our  proportional 
share,  also  will  increase. 

GAO  STUDY  OF  DELIVERY  POINTS 

The  Kansas  City  Board  of  Trade  welcomes  au^orltatlvs  research  on  physical  or 
cash -settlement  delivery  mechanisms  and  any  other  data  that  help  us  develop 
better,  more  competitive  contracts. 

However,  we  take  extreme  issue  with  this  study  If  Its  purpose  goes  beyond  the 
informational  to  a  potential  requirement  for  change.  The  delivery  mechanism, 
along  with  contract  size,  trading  unit  and  deliverable  grade,  are  features  of  a 
particular  contract-part  of  the  produci  design.  Like  a  car,  a  toy  or  a  trying 
pan,  a  futures  contract  that  is  poorly  designed  In  any  significant  way  will  fail, 
allowing  a  competitor  to  improve  the  product  and  make  It  successful. 

Speaking  from  personal  experience,  an  exchange  spends  a  considerable  amount  of 
time  during  product  developmeni  trying  to  determine  the  most  appropriate  terms 
of  delivery  for  a  particular  contract.    This  usually  involves  extensive 
consultation  with  commercial  operations,  producers  and  academia.   If  the 
delivery  mechanism  is  inappropriate,  the  contract  will  not  attract  the  hedgers 
critical  to  its  success,  and  it  will  fall  on  Its  face. 

In  addition,  every  contract  submitted  to  the  CFTC  for  appr(>val  must  pass 
stringent  tests  regarding  the  delivery  mechanism-and  every  other  significant 
feature.   When  the  contract  begins  trading,  the  delivery  mechanism  Is  tested  once 
again  every  delivery  period.  The  market  lets  us  know  in  no  uncertain  terms 
whether  the  delivery  mechanism  works. 

We  feel  unequtvocally  that  a  contract's  delivery  mechanism  should  remain  a 
pravince  of  the  exchanges,  subject  lo  CFTC  approval. 

CONCLUSION 

Despite  Iheir  imperfeclions,  the  futures  markets  work.  If  they  did  not,  older 
markets  wouU  not  have  survived  and  grown,  and  new  ones  would  not  have 
proliferated.  The  U.S.  futures  markets  are  the  envy  of  the  world. 
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Can  they  work  better?  Of  course.  The  Intent  of  this  legislalion  Is  towards  that 
end:   to  improve  on  the  existing  system  to  assure  the  most  efficient,  fair  and 
effective  markets  possible. 

But  t»fors  any  action  is  taken,  two  criik^l  points  must  be  considered.    First, 
will  the  actkin  result  in  demonstrable  improvement?  And  If  so,  at  what  cost? 

Wa  respectfully  submit  that  numerous  proposals  In  this  legislation  would  lead  to 
little  demonstrable  improvement  at  the  Kansas  City  Boaid  of  Trade  and  most 
certainly  wouti  create  an  economte  hardship  on  this  exchange  and  its  smaller 
member  firms.  In  some  instances,  we  can  foresee  a  hardship  so  severe  as  to 
threaten  our  very  existence. 

A  headline  m  the  Oct.  9,  19S9,  edition  of  Securities  Wggk  states  our  concarn 
most  succinctly:  'Senate  Bill's  Audit  Trail  Language  May  Give  CBT,  CME  a 
Monopoly.'   For  the  Kansas  City  Board  of  Trade,  other  small  exchanges  and  our 
customers,  that  is  the  stuff  of  nightmares.  Wa  are  certain  such  an  outcome  was 
not  intended  by  this  Committee.  Nonetheless,  the  outcome  is  quits  possble. 

It  also  has  been  reported  that  this  legislation  serves  as  the  springboard  to  fully 
automated  futures  trading  and  the  dismantling  of  the  open  outcry  system.  By 
coincMence,  just  last  Wednesday,  our  exchange  entertained  an  official  from  the 
New  Zealand  Futures  Exchange,  a  fully  automated  market. 

Naturally,  discussions  of  the  two  systems  surfaced,  and  I  woukj  like  to  share  witti 
you  a  comment  this  otflcial  volunteered  to  one  of  our  staff  members.  Although  fie 
did  not  advocate  one  system  over  another.  It  was  his  perception  that  the  loss  of 
human  interaction  in  automated  markets  hurts  market  liquidity. 

We  respect  the  Committee's  efforts  to  assure  that  our  system  is  the  best  system 
possble,  and  we  offer  these  comments  In  that  regard. 

Thank  you  for  the  opportunity  to  appear  here  today. 
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The  Chairman.  Mr.  Lindau. 

STATEMENT  OF  JAMES  H.  LINDAU,  PRESIDENT,  MINNEAPOLIS 
GRAIN  EXCHANGE,  MINNEAPOLIS,  HN 

Mr.  Lindau.  Mr.  Chairman,  Senator  Lugar,  members  of  the  com- 
mittee, my  name  is  James  Lindau.  I  am  president  of  the  Minneapo- 
lis Grain  Exchange,  and  we  would  more  than  welcome  your  return 
visit  at  any  time. 

INTRODUCTION 

The  Minneapolis  Exchange  was  founded  over  100  years  ago,  and 
it  continues  to  be  one  of  the  moBt  active,  if  not  the  most  active  cash 
grain  market  in  the  United  States.  In  addition,  we  have  a  vital,  al- 
though comparatively  small.  Hard  Red  Spring  wheat  futures 
market,  with  options  on  that  contrfict.  This  futures  contract  pro- 
vides the  only  true  hedge  for  farmers  and  growers  and  users  of 
Sprii^  wheat  in  Minnesota,  North  and  South  Dakota  and 
Montana. 

WE  JOIN  THE  LARGE  EXCHANGES  IN  SUPPORTING  A  REVIEW  OF  THE 
SELF-REGULATING  PROCESS  THAT  HAS  WORKED  WELL  FOR  THE  LAOT 
CENTURY 

We  join  the  large  exchanges  in  supporting  a  review  of  the  self- 
r^ulating  process  that  has  worked  well  for  the  last  century.  We 
refidily  admit  tiiat  it  Is  not  perfect,  and  whUe  perfection  is  our  goal 
in  auditing  trades,  we  dare  not  let  the  pursuit  of  an  impossible  goal 
destroy  the  liquidity  that  is  the  Hfeblood  of  every  contract  in  every 
exchange  in  the  world.  In  introducing  the  bill,  Mr.  Chairman,  you 
said,  "We  have  kept  one  goal  consistently  in  mind — design  a  work- 
able system  that  is  efficient,  effective  and  fair." 


As  one  who  is  responsible  for  the  successful  operation  of  a  small 
exchange,  I  am  especially  concerned  about  the  langiuige  dealing 
with  floor  surveillance  and  dual  trading,  particularly  with  your  ref 
erence  to  a  "workable"  system,  Mr.  Chainnan. 

96.8  PERCENT  ACCURACY  FOR  THE  EXCHANGE 

The  CFTC  in  its  1988  Rule  Enforcement  Review  of  the  Minneapo- 
lis Grain  Exchange,  found  that  the  exchange's  1-minute  timing 
system  was  extremely  accurate.  The  Commission  states,  "*  *  *  the 
exchange's  overall  average  accuracy  rate  was  96.8  percent." 


Even  with  that  positive  review,  we  have  taken  additional  steps  to 
ensure  efficient,  effective  and  fair  trading.  We  have  substantially 
increeised  our  floor  surveillance  and  trade  practice  investigations, 
both  in  terms  of  numbers  of  personnel  and  qualifications  for  the 
jobs.  We  have  reinforced  the  constant  surveulance  of  the  pu^t 
personnel  who  report  and  record  the  trades  as  they  take  place.  We 

■1  increase  the  frequency  of  trading  card  collection  and  we  con- 
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tinue  to  record  every  trade  to  the  minute  that  it  trades.  Our  Fu- 
tures Trading  Conduct  Committee  takes  its  responsibilities  very  se- 
riously, imposing  judicious  penalties  upon  rule  violators. 

IMPOSING  THE  3-YEAIl  USE  OF  TECHNOLOGY 

The  bill  before  you  imposes  upon  all  exchanges  within  3  years, 
the  use  of  technology  that  does  not  now  exist  and  development 
costs  that  cannot  even  be  estimated.  The  Chicago  exchanges  have 
earmarked  $5  million  to  start  developing  this  technology.  For  the 
Minneapolis  Grain  Exchange  to  develop  this  technology  independ- 
ently would  create  a  financial  challenge  that  we  probably  could  not 
meet.  To  make  us  dependent  upon  the  generosity  of  America's  larg- 
est exchanges,  our  friendly  competitors,  is  potentially  anticompeti- 
tive, and  we  suspect  it  could  put  us  out  of  business. 

Little  has  been  said  about  the  effect  of  this  technology  upon  li- 
quidity. Even  the  most  optimistic  analyses  of  electronic  trading 
deal  only  simplistically,  if  at  all,  with  issues  such  as  viruses,  over- 
loads, or  service  interruptions.  Any  cost  of  widening  of  the  spread 
between  bid  and  ask  prices  comes  directly  from  the  customer.  The 
cost  to  the  marketpleice  could  be  sta^ering. 

PERMIT  ME  A  FEW  COMMENTS  ABOUT  DUAL  TRADING 

Permit  me  a  few  comments  about  dual  trading.  Dual  trading  is 
essential  to  preserving  liquidity  in  our  futures  contracts.  Dual  trad- 
ers are  involved  in  every  aspect  of  futures  trading  at  the  Minne- 
apolis Grain  Exchange.  They  cannot  be  separated  from  trading  in 
the  current  option,  or  spreading  against  deferred  options,  and 
permit  any  semblance  of  liquidity.  If  dishonesty  springs  from  dual 
trading,  we  must  increase  our  vigilance  to  prevent  it — even  though 
there  is  no  evidence  of  dishonest  dual  trading  in  the  Minneapolis 
Grain  Exchange.  If  dishonest  dual  trading  springs  ft*om  highly 
liquid,  active  futures  markets,  let  us  identJiy  and  punish  the  dis- 
honest traders,  but  let  us  not,  in  the  process,  destroy  the  futures 
markets.  America's  futures  markets  have  been  the  best,  and  often 
the  only,  source  of  price  discovery  and  margin  protection  since  the 
Civil  Was.  We  urge  you,  as  you  consider  this  legislation,  to  be  con- 
cerned about  this  fragile  imponderable,  liquidity.  We  implore  you 
to  be  sensitive  to  the  limited  financial  resources  of  the  smedl  ex- 
changes, of  which  Minneapolis  certainly  is  one. 

Thank  you. 

The  Ci^URMAN.  Thank  you. 

[The  prepared  statement  of  Mr.  Lindau  follows:} 
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TESTIMONY 

of 

JANES  H.  LIHDAU 

President 

H1nne«po11s  Grain  Exchange 


S.  1729,  FUTURES  TRADING  PRACTICES  ACT  OF  1989 


United  States  Senate 
Comnlttee  on  Agriculture, 
Nutrition,  and  Forestry 


October  17,  1989 
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Mr.  Chairman,  Members  of  the  Comnittee, 


My  name  is  James  Lindau.  I  am  President  of  the  Minneapolis 
Grain  Exchange.  This  exchange,  founded  over  100  years  ago, 
continues  to  be  one  of  the  most  active,  if  not  the  most  active 
cash  grain  market  in  the  United  States.  In  addition,  we  have 
a  vital,  although  comparatively  small,  hard  red  spring  wheat 
futures  market.  This  futures  contract  provides  the  only  true 
hedge  for  growers  and  users  of  spring  wheat  in  Minnesota,  North 
and  South  Dakota  and  Montana. 

He  join  the  large  exchanges  in  supporting  your  review  of  the 
self-regulating  process  that  has  worked  well  for  the  last 
century.  He  readily  admit  that  it  is  not  perfect,  and  while 
perfection  is  our  goal  in  auditing  trades,  we  dare  not  let  the 
pursuit  of  an  impossible  goal  destroy  the  liquidity  that  is  the 
life  blood  of  every  contract  in  every  exchange  in  the  world. 
In  introducing  the  Bill,  Mr.  Chairman,  you  said,  "He  have  kept 
one  goal  consistently  in  mind  --  design  a  workable  system  that 
is  efficient,  effective  and  fair." 

As  one  who  is  responsible  for  the  successful  operation  of 
a  small  exchange,  I  am  especially  concerned  about  the  language 
dealing  with  floor  surveillance  and  dual-trading,  particularly 
with  your  reference  to  a  "workable"  system,  Mr.  Chairman, 

The  CFTC  in  its  1988  Rule  Enforcement  Review  of  the 
Minneapolis  Grain  Exchange,  found  that  the  Exchange's  one  minute 
timing  system  was  extremely  accurate.  The  Coiwiission  states, 
"...  the  Exchange's  overall  average  accuracy  rate  was  96.8 

percent," 

Even  with  that  positive  review  we  have  taken  additional 
steps  to  ensure  efficient,  effective  and  fair  trading.  He  have 
substantially  increased  our  floor  surveillance  and  trade 
practice  investigations,  both  in  terms  of  numbers  of  personnel 
and  qualifications  for  the  jobs.  He  have  reinforced  the 
constant  surveillance  of  the  pulpit  crew  who  report  and  record 
the  trades  as  they  take  place.  He  will  increase  the  frequency 
of  trading  card  collection  and  we  continue  to  record  every  trade 
to  the  minute  that  it  trades.  Our  Futures  Trading  Conduct 
Committee  takes  its  responsibilities  very  seriously,  imposing 
judicious  penalties  upon  rule  violators. 

The  Bill  before  you  imposes  upon  all  Exchanges  within  3 
years,  the  use  of  technology  that  does  not  now  exist  and 
development  costs  that  cannot  even  he  estimated.  The  Chicago 
Exchanges  have  earmarked  $5,000,000  to  start  developing  this 
technology.  For  the  Minneapolis  Grain  Exchange  to  develop  this 
technology  independently  would  create  a  financial  challenge  that 
we  probably  could  not  meet.   Malcing  us  dependent  upon  the 
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generosity  of  America's  largest  exchanges,  our  friendly 
competitors,  is  potentially  anti -competitive  and  could  put  us 
out  of  business. 

Little  has  been  said  about  the  effect  of  this  technology 
upon  liquidity.  Even  the  most  optimistic  analyses  of  electronic 
trading  deal  only  siiip]istica11y,  if  at  a11,  with  issues  such 
as  viruses,  overloads,  or  service  interruptions.  Any  cost  of 
widening  of  the  spread  between  bid  and  ask  prices  comes  directly 
from  the  customer.  The  cost  to  the  marketplace  could  be 
staggering. 

Permit  me  a  few  comments  on  dual-trading.  Dual-trading  is 
essential  to  preserving  liquidity  in  our  futures  contracts. 
Dual-traders  are  involved  in  every  aspect  of  futures  trading  at 
the  Minneapolis  Grain  Exchange.  They  cannot  be  separated  from 
trading  in  the  current  option,  or  spreading  against  deferred 
options,  and  periit  any  semblance  of  liquidity.  If  dishonesty 
springs  from  dual  trading,  we  must  Increase  our  vigilance  to 
prevent  it  (even  though  there  is  no  evidence  of  dishonest 
trading  at  the  Minneapolis  Grain  Exchange).  If  dishonest  dual- 
trading  springs  from  highly  liquid,  active  futures  markets,  let 
us  identify  and  punish  the  dishonest  traders,  but  let  us  not, 
in  the  process,  destroy  the  futures  markets.  America's  futures 
markets  have  been  the  best,  and  often  the  only,  source  of  price 
discovery  and  margin  protection  since  the  Civil  Mar.  We  urge 
you,  as  you  consider  this  legislation  to  be  concerned  about  this 
fragile  imponderable,  liquidity.  We  implore  you  to  be  sensitive 
to  the  limited  financial  resources  of  the  small  exchanges. 
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The  Chaikman.  Let  me  follow  up  on  what  you  just  said,  Mr. 
Lindau.  The  question  will  be  the  same  for  everylmdy  here. 

You  are  concerned  about  the  cost  of  having  to  develop  this  tech- 
nology yourself.  Certainly,  we  shfu'e  that  concern.  Nobody  is  trying 
to  impose  excessive  burdens  on  small  exchanges.  You  said  that  you 
thought  it  would  be  anticompetitive  to  work  with  or  to  rely  on  the 
lai^e  exchanges  for  their  technology. 

Why  is  that?  If  technology  is  developed  by  the  larger  exchanges, 
why  would  it  be  anticompetitive  if  you  found  that  you  could  use 
some  of  the  same  technology? 

We  see  this  all  the  time.  A  computer  company  may  develop  a 
computer  system  for  its  own  use,  but  then  we'll  see  small  compa- 
nies, smeill  businesses  around  the  country  using  sometimes  basit^- 
ly  the  same  computer  systems — except  pared  down,  of  course — that 
a  very  large  company  is  using. 

Mr.  LiNDAU.  Mr.  Chairman,  a  lawyer  whispered  in  my  ear  "anti- 
trust" at  one  point  in  this  discussion,  and  it  got  my  attention. 

The  Chairman.  If  I  were  in  your  place,  it  would  get  mine,  too. 

Mr.  LiNDAU.  But  I  am  more  concerned  about  the  possibility  of 
having  to  rely  on  the  technol<^cal  advances  that  are  made  by  our 
competitors,  and  as  I  mentioned,  although  the  competition  is 
friendly,  they  are  competitors.  We  have  no  contract  that  assures  us 
that  they  would  share  their  technolt^.  And  to  put  us  in  the  posi- 
tion of  relying  on  that  is  frightenii^. 

The  Chairman.  Well,  haven't  they  said  that  they  are  willing  to 
BhEU*e  the  technology? 

Mr.  Lindau.  They  have  indicated  that,  that  they  would,  yes,  smd 
I  was  pleased  that  that  was  made  on  the  record  yesterday  because 
maybe  there  is  a  contractuEil  agreement  that  we  can  impute  to  that 
comment. 

A  lot  has  been  said  about  what  happens  in  3  yeeu?  if  this  bill  is 
imposed.  My  concern  is  that  if  you  were  President  Bush,  signing 
this  bill  to<my,  what  would  I  do  tomorrow?  My  choices  would  per- 
haps be  to  go  to  Control  Data  and  ask  them  to  develop  some  kind 
of  nemd-held  device  for  me,  or  take  my  hat  in  hand  and  go  to  the 
Chicago  Merc  and  the  Chicago  Board  of  Trade  and  implore  them  to 
share  their  technology  with  me — or,  third,  perhaps,  start  the  disso- 
lution of  our  business. 

All  three  of  those  choices  are  very  diflicult  and  frightaning  to 
me. 

Mr.  Braude.  Mr.  Chairman,  speaking  for  the  Kimsas  City  Board 
of  Trade,  I  think  from  a  little  different  perspective,  we  don't  have 
any  problem  with  the  Chicago  exchfuiges  sharing  their  technology. 
We  have  a  long  history  of  very  close  cooperation  with  the  Chicago 
Board  of  Trade,  and  in  the  peist  they  have  shared  a  lot  of  technolo- 
gy with  us,  and  I  have  no  fear  that  they  would  willingly  emd  gleidly 
do  this. 

Our  fear,  rather,  is  not  the  development;  it  is  the  cost  of  the  im- 
plementation. The  cost  of  the  implementation  of  that  technol<^ 
could  take  up  to  40  percent  of  our  annual  budget.  I'm  sure  the  Chi- 
cago Board  of  Trade  would  willingly  share  with  us,  but  I  think  we 
would  have  to  take  a  loi^  look  at  if  we  could  afford  to  implement 
that. 

The  Chairman.  Gentlemen,  do  either  of  you  want  to  a      t^  "     ' 
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Mr.  Naotro.  The  only  point,  Mr.  ChaimiEin,  about  technology,  we 
would  welcome  the  Chicago  Board  of  Trade  being  willing  tohand 
over  technology  work  that  they  have  done,  but  we  have  to  be  sure 
it  is  compatible  with  each  particular  exchange,  all  these  small  ex- 
changes, and  that  would  be  an  additional  cost  as  well. 

The  Chairman.  Mr.  Conlin. 

Mr.  Conlin.  Each  exchange  has  its  own  clearing  systems  and  its 
own  methods  of  trading.  I  am  sure  that  those  methods  could  be 
standardized  if  this  kind  of  technology  is  developed,  I  think  our 
problem  is  the  mandated  time  period.  I  think  there  is  no  argument 
with  the  fact  that  the  world  does  change  and  that  we  will  ultimate- 
ly probably  come  into  this  kind  of  technology.  It  is  just  a  question 
of  the  timeframe. 

The  Chairman.  Themk  you. 

Senator  Lugar. 

STATEMENT  OF  HON.  RICHARD  G.  LUGAR,  A  U.S.  SENATOR  FROM 
INDIANA 

Senator  Lugar.  Mr.  Chairman,  I  just  wanted  to  make  a  comment 
or  two  because  this  testimony  weis  very,  very  helpful. 

First  of  all,  it  seems  to  me  that  each  one  of  you  have  made  that 
point  that  there  are  dramatic  differences  in  the  sizes  of  exchai^es. 
A  volimie  of  2  percent  of  the  volume  of  what  is  occurring  on  one  of 
the  Chicago  exchanges  is  certainly  a  dremiatic  difference.  I  have  no 
doubt  that  as  we  get  into  the  markup,  we  will  take  this  into 
consideration. 

I  just  simply  wanted  to  say  from  my  own  personal  viewpoint  that 
while  there  are  dramatic  differences,  at  the  same  time  there  is  the 
dramatic  sameness  of  the  desire  for  integrity  for  the  customer 
whether  he  is  dealing  with  a  small  exchange  or  a  large  one.  And 
there  has  to  be  a  degree  of  common  sense  in  terms  of  cost  and  ex- 
pense. It  is  certainly  not  the  intent  of  this  committee  to  put  people 
out  of  business.  Our  objective  is  to  increase  the  business  and  the 
confidence  in  the  business.  Prom  your  testimony,  there  are  dramat- 
ic differences  in  accuracy  rates.  In  the  case  of  Kansas  City  ex- 
changes a  97  or  98  percent  accuracy  rate  and,  in  Minneapolis  a  96.8 
percent  accuracy  rate.  That  was  not  the  kind  of  reading  we  got 
from  some  of  the  larger  exchanges,  as  GAO  looked  at  their 
operations. 

I  think  some  of  us  found  it  very  difficult  to  lind  acceptable  80 
percent  to  85  percent  accuracy.  This  means  on  a  large  volume  (rf 
trade,  memy  thousands  of  trades  in  which  it  is  really  not  clear  ex- 
actly when  the  report  was  made  or  whether  one  could  put  great 
credibility  into  the  transaction.  And  when  on  top  of  that  there 
were  allegations  of  fraud  and  abuse  of  customers,  and  a  very  in- 
complete audit  trfiil,  I  think  you  would  understand  why  this  com- 
mittee is  concerned  on  behalf  of  customers  and  the  integrity  of  the 
situation. 

I  had  a  visit  from  a  manufacturer  of  engines  in  my  State  who 
was  concerned  about  the  Clean  Air  Act,  recognizing  that  this  is  an 
entirely  different  arena,  it  has  some  fmeilogies.  As  the  House  com- 
mittee and  now  the  Senate  committee  is  now  acting  on  that  l^isla- 
tion,  they  are  taking  a  look  at  some  major  chaises  in  technology 
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for  people  in  the  automobile  industry  or  people  making  engines. 
The  manufacturer  that  I  visited  with  said  that  the  requirements  of 
the  California  standards  currently  in  place,  that  have  now  come 
into  play  at  least  in  the  House  legislation,  are  beyond  his  current 
technology. 

On  the  other  hand,  he  also  made  the  statement,  as  some  of  you 
have,  that  within  a  5-  or  10-year  period  of  time  in  the  competitive 
world  economy,  he  will  have  to  be  meeting  those  higher  standards. 
He  understands  that  it  is  not  an  argument  that  because  he  has  an 
engine  that  works  right  now  that  the  same  engine  is  going  to  be 
competitive  5  or  10  years  from  now.  What  he  was  pleading  for  was 
a  two^tage  standard  requiring  some  changes  by  a  certain  stage 
and  another  standard  within  another  timefremie.  He  was  pleading 
that  we  not  go  year-by-year,  such  as  2  percent  at  a  time,  but  to  rec- 
ognize that  there  are  large  changes  involved  in  the  technoli^  and 
that  there  be  a  timefremie  in  which  this  could  occur. 

I  see  our  problem  in  a  practical  way — and  I  plead  for  your  under- 
standing as  you  have  mine — that  in  the  peist,  we  have  said  let's 
^ow  the  CFTC  to  review  the  industry  and  monitor  year-by-year 
how  things  are  working  out.  Now,  as  you  heard  yesterdajf  this  com- 
mittee has  some  loss  of  confidence  in  how  well  the  CFTC  is  doing 
that.  And  on  behalf  of  the  public  as  a  whole,  we're  not  altogether 
confident  how  rapidly  the  exchangee  are  making  changes.  Our  pre- 
dicament is  to  try  to  enact  legislation  that  makes  certain  that 
progress  will  occur.  We  hope  to  beef  up  the  CFTC — that's  a  good 
part  of  the  exercise — with  more  staff,  more  money — everything 
that  we  think  is  in  the  public  interest.  We  eiIso  hope  the  exchanges 
will  work  harder  to  police  themselves. 

But  we  are  grappling  with  a  situation  in  which  we  believe  the 
public  dememds  that  somebody  take  charge  of  this  situation,  and 
we're  trying  to  do  it  in  a  way  that  does  not  put  people  out  of  bim- 
ness  in  the  process,  or  create  programs  that  are  entirely  unfeasible. 

All  of  these  points  I  mentioned  were  triggered  by  what  you  have 
said  about  differences  between  exchanges,  and  clearly  there  is  a 
difference.  Our  bill  has  tried,  at  least  in  words  of  art,  to  say  we 
don't  ban  dual  trading  if  you  have  an  audit  system  that  gives  confi- 
dence. If  you  don't  have  an  effective  audit  trail  system  and  you 
have  dual  trading,  we  just  perceive  that  that  is  open  to  some  abuse, 
and  common  sense  suggests  that  the  public  fdso  sees  things  from 
that  perspective. 

So  I  really  have  no  questions  of  you.  I  just  simply  want  to  ob- 
serve that  we  hear  you  loud  and  clear,  and  it  is  important  testimo- 
ny and  has  to  be  reflected  in  the  legislation,  and  I  believe  it  will  be. 
But  we  really  need  your  technical  guidance.  Having  made  the  point 
that  small  exchanges  are  different,  and  dramatically  so,  I  suspect 
as  we  cr^  the  final  product,  we  need  some  guidance  as  to  effec- 
tively recognize  those  differences.  We  have  offered  this  invitation 
and  we  appreciate  the  testimony  already  given,  but  I  would  reiter- 
ate the  chairman's  invitation  to  work  more  with  us,  in  view  of  the 
testimony  of  large  exchangee,  small  exchanges,  producers  and  so 
forth  that  these  hearings  have  produced. 

Mr.  Braude.  Senator,  I  would  comment  that  your  committee 
staff  has  been  very  cooperative,  Jim  Lindau  emd  I  talked  to  the 
staff  yesterday  afternoon  to  set  up  a  meeting  prior  to  markup  to 
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meet  with  the  staff  to  try  to  give  them  our  views  specifically,  and 
Mr.  Ackerman  was  very  helpiul  in  that  r^ard,  and  we  do  plan  to 
have  that  meeting. 

Senator  Lugar.  Thank  you  very  much. 

Thsmk  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  gentlemen.  And  again,  as  I  said  at 
the  beginning,  if  you  have  further  ideas,  please  send  them  to  us. 
The  reason  for  these  hearings  is  to  gather  information.  The  mar- 
kets work  if  they  are  credible,  and  we  can  do  a  lot  to  make  them 
credible.  But  we  want  to  have  a  credibility  because  it  is  actuedly 
working.  We  are  not  looking  to  impose  any  kind  of  artiiicial  stand- 
ard for  show.  Neither  of  us  is  interested  in  that.  We  want  the  mar- 
kets to  work  well,  to  maintain  their  credibility,  and  to  remove 
abuses.  I  suspect  that  all  four  of  you  concur  in  those  goals,  so  we 
will  work  together  to  achieve  them. 

Thank  you. 

Our  next  panel  includes  John  Dan^ard,  president  of  the  Futures 
Industry  A^ociation;  Robert  Isaacson,  Principal,  Commodity  In- 
vestment Consultants,  representing  the  National  Association  of  Fu- 
tures Trading  Advisors  (NAFTA),  from  San  Francisco,  California— 
and  we  probably  did  you  a  favor  by  keeping  you  here  last  night — 
Barry  Lind,  chairman  of  Lind-Waldock  &  Company  in  Chicago,  and 
Robert  Wilmouth,  president  of  the  Nationtil  Futures  Association. 

I  would  say,  Mr.  Isaacson,  that  I  don't  meam  to  be  flippant  on 
that  point.  I  hope  that  fill  your  friends,  family  and  associates  are 
safe  out  there.  The  pictures  that  I  saw  this  morning  at  around  5:30 
of  the  damfige  in  the  San  Francisco  area  were  just  £j>solutely 
terrible. 

Mr.  Isaacson.  Thank  you.  I  have  not  been  able  to  get  through  to 
them  yet,  but  I  assume  they  are  OK. 

The  Chairman.  Apparently,  it  is  easier  getting  calls  out  than 
calls  in.  One  of  the  networks  last  night  was  doing  a  self-congratula- 
tory thing — as  networks  do  when  they  are  covering  news  and  have 
to  break  into  commercial  progrcmis.  They  were  talking  about  how 
AT&T  had  asked  people  not  to  try  to  make  calls  in  or  out  while 
they  were  trying  to  get  emergency  service  back  in  service.  They 
were  talking  to  one  of  their  people  on  the  phone  at  the  time,  and  in 
a  very  self-congratulatory  way,  they  pointed  out  that  of  course  they 
weren't  using  regular  phones.  This  was  a  cellulEU*  phone  in  their 
car,  they  said  without  sajdng,  of  course,  that  the  cellular  phone 
only  transmits  about  3  or  4  miles  untU  it  goes  Into  a  r^ular  tele- 
phone system.  They  had  a  lot  of  fun  doii^  it  nonetheless. 

But  I  hope  everybody  is  fine. 

Mr.  Isaacson.  I  understand  they  couldn't  get  to  my  car  to  get  my 
cellular  phone  anyway,  so  it  didn  t  make  any  difference. 

'The  Chairman.  No  matter  where  your  car  might  be. 

Mr.  Isaacson.  That's  right. 

The  Chairman.  Let  us  start  off  with  Mr.  Dcmigard.  I  saw  you  in 
the  audience  yesterday  and  appreciate  your  being  here.  1  would 
emphasize  again  to  you  and  to  Mr.  Wilmouth,  who  certainly  have 
testified  on  these  issues  over  the  years  many,  many  times,  what  I 
said  earlier:  Feel  free  to  add  anytlung  you  wish  afterwvil. 

Mr.  Damgard. 
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STATEMENT  OP  JOHN  H.  DAMCARD,  PRESIDENT,  Fimj^iS 
INDUSTRY  ASSOCIATION.  WASHINGTON.  DC 

Mr.  Damgakd.  Mr.  Chairman,  Senator  Lugar  and  Senator  Boecb- 
witz,  my  name  is  John  Damgaid,  and  I  am  here  today  in  my  capac- 
ity as  president  (rf'  the  Futures  Industry  Aasociation  (FIA).  I  thank 
you  very  much  f(»-  this  opportunity  to  ai^ear  bef<»e  you  <m  behalf 
of  the  membership  vf  tiie  Futures  Industry  Association. 

BBCOtCHENDATlONS  AND  SOKE  CONCERNS 

Youll  note  from  the  testimony  that  I  have  sulnnitted  fen-  the 
record  that  we  suf^iort  a  ioag  list  <^  facets  <^  the  InU  and  are  in 
overwhehning  stqiport  of  those  provisifHis  (rf'  the  bilL  I  will  devote 
my  rranarks  here  to  some  reccHmamdati«i8  and  some  concerns 
that  have  been  voiced  by  my  members — whit^  indade,  among 
others,  all  the  domestic  es:hanges  and  many  market  usen.  Our 
newest  members  are  firms  like  Gennal  Bfotora.  Gaydex,  ATAT, 
and  also  financial  institotkins  eaeh.  as  Knnper  and  Aetna.  Our 
roots,  however,  are  really  in  the  brokerage  community,  and  the 
brokerage  conummity,  of  coune,  is  the  link  that  the  minkets  have 
to  the  user  and  to  the  public 

OOK  INDUSIKT  HAS  ESPBOENCBD  iSEAT  CBAHCK 

Since  we  last  met  to  discaas  the  CPFC  rcautlioiization  bSL,  oar 
industry  has  experienced  great  diange.  We  have  increasii^ty 
become  a  global  indttstry,  and  we  now  have  serioos  ovweas  coiape- 
titifm.  A  tecfant^igical  upheaval  is  r^iidly  changing  long  estab- 
lished ways  of  doing  bosiiwBB.  Beoently  we  were  victimized  by  some 
unscntpntoos  peo|de  iriio  abused  our  system  and  cast  a  diadow 
over  the  wfai^  indostiy.  The  diaOenge  of  this  new  lepstotion  is  to 
take  these  conditions  into  aoooontand  pr^iare  the  industry  fijr  tlie 
21st  century. 

FKAOD  AND  AStlSK  WRH«  TBK  INUUSIBI  MUVT  BE  EOOTBD  OUT  AMD 


We  all  agree  that  fraud  and  abase  within  the  indnstey  mnst  be 
rooted  out  and  stopped,  and  that  every  effort  must  be  undertaken 
to  aisure  that  tfam  it  ^se  hi^iest  level  of  poUic  trust  in  our 
maricets. 

The  premise  of  the  Commodity  Vxchtmgt  Aa  is  that  tite  ex- 
changes will  police  tbonselve*  anl  that  the  CFFC  will  review  the 
e^cacy  of  tlwse  eflbrta.  It  is  our  belief  that  dearty  drawn  rules 
make  for  good  sel^fegalatiaiL  We  wefcome  sodi  rules^ 


We  also  have  a  nunib>-r  of  ooncems  icpndmg  the  piwiMoaB  of 
the  bill  wfaidi  impost  additional  liabilities  and  punitive  4^nutgirr 
on  fiitmvs  market  puiftsrion  lis  Them  pmiisjwis.  in  our  view,  may 
not  be  efUeavt  m  accomplisfatng  the  ooonnittee's  ffoals  and  may 
have  unintended  cfliKts.. 
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DUAL  TRADING 

As  far  as  dual  trading  is  concerned,  the  FIA  has  consistently 
taken  the  view  that  there  is  nothing  inherently  wrong  with  dual 
trading  as  long  as  the  proper  saf^uards  can  oe  implemented  te 
preserve  the  integrity  of  the  market.  The  FIA  therefore  believes 
that  the  bill  correctly  links  dual  trading  to  a  more  precise  audit 
trail. 

AUorr  TRAIL 

The  FIA  is  committed  to  establishing  cm  audit  trail  that  eiccu- 
rately  accounts  for  every  trade  executed  on  a  contract  market.  In 
an  effort  to  accomplish  this  objective,  the  bill  would  require  that 
exchanges  implement  specific  audit  trail  procedures  consisting  of 
three  separate  time  stamps  in  addition  to  the  time  of  execution. 
The  bill  also  states  that  this  time  must  be  recorded  by  a  "source 
independent  of  persons  processing  or  executing"  the  order. 

We  understand  that  a  timeiStamping  system  implemented  by  an 
exchange  and  operated  by  FCM  employees  would  satisfy  the  "inde- 
pendent  source '  requirement  for  customer  trades,  provided  that 
the  system  is  sufficiently  accurate  and  tamperproof.  We  believe 
that  tiie  term  "independent  source"  needs  to  be  clarified. 

Further,  the  FIA  is  concerned  that  the  provisions  of  the  bill  may 
be  overly  detailed  and  do  not  eidequately  take  into  account  the  effi- 
ciencies and  complexities  of  each  of  the  different  U.S.  contract 
markets.  Accordingly,  Congress  should  consider  establishing  broad 
objectives  wit^  respect  to  an  adequate  audit  trail  and  should  re- 
quire the  CrrC  to  develop  the  specific  standftrds  and  procedures. 
For  example,  we  believe  the  bill  should  not  prohibit  the  "flashing" 
of  orders  or  the  use  of  similar  order  entry  methods,  which  may  be 
particularly  effective  in  certain  markets  but  which  may  not  meet 
all  the  requirements  of  the  bill. 

GOVERNING  STBUCTURES  AND  CONFUCTS  OF  INTEREST 

The  committee  is  proposing  that  exchange  boards  be  required  to 
include  mecmin^ul  representation  of  such  interests  as  floor  traders 
and  brokers,  brokerage  firms,  producers  and  consumers  of  commod- 
ities traded  on  the  exchange,  a  concept  which  FIA  has  supported 
for  many  years.  A  related  issue  of  concern  to  the  FIA  is  diversiiied 
representation  on  governing  boards  that  oversee  electronic  trading. 
For  example,  GLOBEX,  which  will  be  an  amalgamation  of  partner 
exchanges,  should  have  representatives  from  exchanges,  clearing- 
houses, FCM's  and  outside  directors. 

We  believe  that  certain  of  the  terms  used  in  the  conflict  of  inter- 
est provision  need  clarification  in  order  to  assure  that  the  amend- 
ment does  not  unduly  restrict  the  ainlity  of  FCM  members  to 
pm^cipate  in  board  deliberations. 

AMENDBfENT  TO  THE  ANTIFRAUD  PROVISIONS  OF  THE  CEA 

Section  4b  of  the  CEA,  the  antifraud  provision  applicable  to 
FCM's  and  other  market  professionals,  require  proof  of  intent 
before  liability  can  attach,  while  section  4o,  the  separate  antiftvud 
provision  applicable  only  to  commodity  trading  advisers  and  a»n- 
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modity  pool  operators  has  been  held  not  to  contain  such  a  require- 
ment. ITie  bill,  however,  would  confuse  this  distinction  by  incorpo- 
ratit^  into  section  4b  the  standard  of  liability  established  under 
section  4o.  This  amendment  would  therefore  reverse  longstanding 
congressional  and  judicial  precedents  under  both  the  securities  find 
commodities  laws.  We  believe  it  should  be  deleted. 

FCM  UABIUTY  FOR  FLOOR  TRADERS 

We  question  the  assumption  in  the  bill  that  eui  independent  floor 
broker  is  an  agent  of  any  FCM.  An  independent  floor  broker,  as  an 
independent  contractor,  is  not  within  the  control  of  amy  particular 
FCM.  In  addition,  FCM's  do  not  have  full  access  to  the  Aill  range  of 
background  or  disciplinary  information  on  floor  brokers  available 
to  the  CFTC  and  the  excluuiges,  which  are  primarily  responsible 
for  assuring  the  fitness  of  floor  brokers  to  handle  customer  orders. 
FCM's  reasonably  assume  that  £my  floor  broker  authorized  to  trade 
for  customers  is  fit  to  do  so.  They  rely  on  the  CFTC  and  the  ex- 
chfmges  to  enforce  existing  registration,  denial  and  revocation  pro- 
cedures and  to  determine  when  a  floor  broker  is  not  fit  to  trade 
customer  orders.  If  the  committee's  concern  is  that  these  existing 
procedures  are  inadequate  to  detect  and  remove  unfit  floor  brokers, 
the  l^islation  should  focus  instead  on  changes  to  the  regulatory 
and  self-regulatory  structure. 

With  respect  to  the  monitoring  of  floor  broker  executions,  we  un- 
derstand that  the  committee  wishes  to  assure  that  customers  re- 
ceive fair  executions.  FCM's,  however,  already  have  every  incentive 
to  provide  their  customers  with  the  best  executions  possible.  The 
problem  is  that  FCM's  do  not  have  certain  information  that  is 
available  only  to  exchanges  and  the  CFTC.  Such  information  would 
include  information  about  an  independent  floor  broker's  trades 
with  other  FCM's,  which  would  be  confidential.  Moreover,  imposing 
liability,  including  punitive  deimages,  on  FCM's  is  particularly  in- 
appropriate when  the  FCM  itself  has  committed  no  violation  and  it 
is  the  responsibility  of  others  to  audit  and  supervise  independent 
floor  brokers. 

We  therefore  believe  that  many  FCM's  will  conclude  that  there 
is  no  way  to  protect  against  open-ended  liability  for  punitive  dam- 
Eiges  arising  from  floor  broker  violations  and  will  simply  cease  han- 
dling customer  business.  Further,  even  those  FCM's  who  do  not  go 
this  far  will  be  forced  to  restrict  the  extent  of  their  customer  busi- 
ness in  order  to  reduce  their  potential  exposure.  This  is  intended 
neither  as  a  threat  nor  eis  a  "doom  euid  gloom"  prophecy.  In  order 
to  appreciate  the  potential  for  this  result,  one  need  only  observe 
that,  while  the  futures  markets  have  experienced  unprecedented 
growth  in  the  last  7  years,  the  number  of  FCM's  handUng  customer 
business  has  actually  declined.  The  bill  will  accelerate  this  trend 
toward  reduced  competition  in  the  futures  brokerage  business  and 
increase  cost  of  trading  by  retail  customers  and  commercitil  and  in- 
stitutionsil  hedgers.  We  do  not  believe  that  this  result  is  in  any- 
one's best  interest. 
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OTHER  PROVISIONS 


The  FIA  alBO  supports,  with  minor  reservations  noted  in  our 
written  testimony,  most  of  the  other  provisions  of  the  bill,  and  I'd 
be  pleeised  to  respond  to  any  questions,  either  now  or  at  any  time 
in  the  future. 

Thank  you  very  much. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Mr.  Damgard  follows:] 
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TESTIMONY  OF  JOHN  M.  DAMGARD 

PRESIDENT 

FUTURES  INDUSTRY  ASSOCIATION 

BEFORE  THE  SENATE  COMMTTTEE  ON 

AGRICULTURE,  NUTRITION  AND  FORESTRY 

RE:  S.  1729 


Mr.  Chairman  and  members  of  the  Commitiee,  my  name  is  John  Dam^d,  and  I  am 
here  today  in  my  capacity  as  President  of  the  Futures  Industry  Association  (hlA).  I  thank  you 
for  Ihis  opportunity  to  appear  before  you  on  behalf  of  the  membership  of  the  FIA. 

The  FIA  is  ibe  national  trade  assodatioa  of  the  commodity  futures  and  options  trading 
industry.  Our  regular  membership  is  comprised  of  more  than  100  of  the  largest  futures 
brokerage  firms,  Known  as  "futures  comimssion  merchants"  or  "FCMs".  They  handle  more 
than  80  percent  of  the  transactions  on  U.S.  futures  exchanges.  Our  associate  and  iniemational 
members,  which  number  nearly  200,  are  a  more  diverse  group.  They  include  all  U,S.  and  many 
foreign  exchanges  and  clearing  houses,  law  firms,  accounting  firms  iuid  users  of  the  markets, 
such  as  coirunercial  and  investment  banks  and  pension,  insurance  and  mutual  fund  managers. 
Allhoughour  membership  includes  all  facets  of  the  ^tures  industry,  the  FIA  has  its  roots  in 
the  brokerage  community,  which  links  the  futures  markets  with  their  public  participants.  At 
the  FIA,  our  primary  concern  is  lo  protect  the  interests  of  those  who  use  and  benefil  from  our 
markets. 

Since  we  last  met  to  discuss  a  CFTC  leauthorization  bill,  our  industry  has  experienced 
great  change.  We  have  increasingly  become  a  global  industry,  and  we  now  have  serious 
overseas  competitiorL  A  technological  upheaval  is  rapidly  changing  long  established  ways  of 
doing  business.  And  recently,  we  were  victimized  by  some  unscrupulous  people  who  abused 
our  system  and  cast  a  shadow  over  the  whole  industry.  The  challenge  of  this  new  legislation  is 
to  lake  these  conditions  into  account  and  prepare  the  industry  for  the  twenty-firsl  century. 

We  all  agree  that  fraud  and  abuse  within  the  industry  must  be  rooted  out  and  stopped, 
and  that  eveiy  effort  must  he  undertaken  lo  ensure  that  there  is  the  highest  level  of  public  trust 
in  our  markets. 

The  premise  of  the  Commodity  Exchange  Act  is  that  the  exchanges  will  pohce 
themselves  and  ihal  the  CFTC  will  review  the  efficaCT  of  these  efforts.  It  is  our  belief  that 
clearly  drawn  rules  make  for  good  self-regulation,    we  welcome  such  rules. 

As  you  know.  FIA  has  long  beUeved  thai  a  veriSable  audit  trail  which  accurately  records 
the  lime  of  execution  of  each  trade  is  an  essential  tool  to  keep  our  markets  tree  from  abuse 
and  to  assure  ihai  the  public  has  confidence  in  them.  The  exchanges  have  made  ^eat 
improvements  in  Iheir  audit  trails  during  the  last  few  years.  Advances  in  eleclromc  systems  of 
monitoring  trades  now  make  still  more  reliable  audit  trails  possible.  We  therefore  endorse 
improving  the  accuraty  of  audit  trails,  and  we  have  suggestions  on  how  to  proceed  to  reach  the 
goals  contained  in  that  Section  of  the  Bill. 
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We  also  have  anumber  ofconcems  regarding  the  provisions  of  the  Bill  which  impose 
additional  liabilities  and  punitive  damages  on  futures  market  professionals.  These  provisions, 
in  our  view,  may  not  be  effective  in  accomplishing  the  Committee's  goals  and  may  nave 
unintended  adverse  effects. 

Audit  Trail 

The  FIA  is  committed  to  establishing  an  audit  trail  that  accuratelji  accounts  for  every 
trade  executed  on  a  contract  market.  In  an  effort  to  accomplish  this  objective,  the  Bill  would 
require  thai  exchanges  implement  specific  audit  trail  procedures  consisting  of  three  separate 
time  stamps  in  addition  to  the  lime  of  execution.  The  Bill  also  slates  that  the  time  must  be 
recorded  by  a  "source  independent  of  persons  processing  or  executing'  the  order. 

We  understand  that  a  time-stamping  system  implemented  by  an  exchange  and  operated 
by  FCM  employees  would  satisfy  the  "mdependent  source"  requirement  for  customer  trades, 
provided  that  the  system  is  suffidently  accurate  and  tamper-proof.  We  also  ask  that  the 
Committee  clari^  that  the  "independent  source'  requirement  is  not  mandatory,  but  a  goal  to 
be  met,  if  feasible,  during  the  statutory  three-year  period. 

Further,  the  FIA  is  concerned  that  the  provisions  of  the  Bill  may  be  overly  detailed  and 
do  not  adequately  take  into  account  the  efficiencies  and  complexities  of  each  of  the  different 
U.S.  conCiacI  markets.  Accordingly,  Congress  should  establish  broad  objectives  with  respect  to 
an  adequate  audit  trail  and  should  require  the  CFTC 10  develop  the  specific  standards  and 
procedures.  For  example,  we  believe  the  Bill  should  not  prohibit  the  flashing"  of  orders  or  the 
useofsimilarovler  entry  methods,  which  may  be  particularly  effective  in  certain  markets  but 
which  may  not  meet  the  requirements  of  the  Bill. 

Governing  SInicIures  and  Conflicts  or  Interest 

We  support  the  proposed  amendments  which  would  require  self-regulatory  organizations 
(o  prevent  individual  members  with  si^ificant  disciplinary  records  from  serving  on  oversight 
or  disciplinaty  panels  and  would  require  a  sufficient  diversity  of  membership  on  disciplinary 
committees  to  assure  fairness  and  prevent  special  treatment.  An  individual  who  does  not  meet 
the  high  standards  of  integrity  for  membership  on  exchange  boards  or  committees  should  be 
prohibited  from  serving  for  an  appropriate  period. 

e  boards  be  reouiri ._ 

„  .      .  s,  brokerage  firms, 

producers  ana  consumers  of  commodities  traded  on  the  exchange,  a  concept  which  FIA  has 
supported  for  many  years.  A  related  issue  of  concern  to  the  FIA  is  diversified  representation 
on  exchange  panels  that  oversee  electronic  trading. 

We  further  believe  that  certain  of  the  terms  used  in  the  conflict  of  interest  provision  need 
clarification  in  order  to  assure  thai  the  amendment  does  not  unduly  restria  the  ability  of  FCM 
members  to  participate  in  board  deliberations.  Under  the  proposed  provision,  a  member  of 
the  Board  would  have  to  recuse  himself  if  the  member  or  "an  affiliated  firm  or  business,  a 
family  member  or  any  other  individual  with  whom  the  member  has  a  business  or  employment 
relationship"  is,  to  the  member's  knowledge,  a  'speciGc  and  actual  party  in  interest  to  the  issue 
before  the  board."  The  phrase  "specific  and  acniai  party  in  interest  is  vague  and  subjective 
and  should  be  clarified.  The  provision  should  slate  clearly  that  it  applies  only  to  parties  with  a 
separately  idenii^ed  interest  in  the  issue  which  is  different  from  the  interests  of  other  market 
participants.  In  addition,  while  the  term  'affiliated"  firm  is  not  defined  in  the  Bill,  we  suggest 
thai  the  Committee  slate  clearly  that  it  refers  ordy  to  the  firms  of  which  the  board  member  is 
an  employee,  officer  or  director,  and  not  to  the  subsidiaries  or  related  companies  of  that  firm. 
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Further,  the  conflict  provisions  in  the  Bill  would  reouire  exchange  board  ol  .. 
members  to  disclose  positions  in  the  actual  contract  which  is  the  subject  of  board  oi 
consideration  and  which  are  held  by  the  member  or  held  "in  accounts"  at  an  affiliated  firm  of 
the  member.  The  disclosure  is  required  with  respect  to  all  matters  before  a  board  or 
committee  and  not  just  emergency  actions.  The  inclusion  of  positions  held  "in  accounts'  at  a 
member's  affiliated  firm  could  be  read  to  include  customer  accounts  in  which  the  member  has 


_._  direct  interest.  This  provision  could  effe:,tively  prohibit  representatives  of  major  FCMs 
from  any  board  or  committee  participation  which  appears  to  be  contrary  to  the  Committee's 
intent  to  expand  board  participation. 

Amendment  to  the  Anlifraad  Provlsioiis  bt  the  CEA 

Section  4b  of  the  CEA,  the  antifraud  provision  applicable  to  FCMs  and  other  market 
professionals,  requires  proof  of  intent  before  liability  can  attach,  while  Section  4o,  the  separate 
anli^'aud  provision  applicable  only  Id  commodity  trading  advisors  and  commodity  pool 
operators  has  been  held  not  to  contain  such  a  reouirement.  The  Bill,  however,  would  confuse 
this  dislinction  by  incorporating  into  Section  4b  the  standard  of  liabihty  established  under 
Section  4o.  This  amendment  would  therefore  reverse  longstanding  congressional  and  judicial 
precedents  under  both  the  securities  and  the  commodities  laws.  We  believe  it  should  be 
deleted. 

The  priman'  responsibility  of  a  broker  is  the  execution  and  clearance  of  transactions  at 
the  instruction  of  the  customer,  while  the  primary  duty  of  an  adviser  is  the  development  of 
trading  decisions  and  theplacementoforders  with  the  broker,  pursuant  to  a  grant  of 
discretionary  trading  authority  over  the  customer's  account.  In  recognition  of  this  distinction, 
Congress  and  the  courts  have  uniformly  held  advisers  to  a  different  standard  of  liability. 

This  distinaion  is  reflected  in  Seaion  10(b)  of  the  Securities  Exchange  Act  of  1934  and 
Section  206  of  the  Investment  Advisers  Act  of  1940,  which  are  the  bases  for  Sections  4b  and  4o 
of  the  CEA,  respectively.  The  Supreme  Courthasupheldonanumber  of  occasions  the 
different  treatment  of  brokers  and  advisers  under  the  securities  laws. 

Further,  when  Congress  enacted  Section  4b  in  1936,  and  when  it  subsequently  adopted 
Section  4o  in  1974,  ii  evidenced  an  intention  to  assure  thai  the  hability  of  brokers  and  advisers 
under  the  CEA  would  be  coosisieni  with  the  parallel  provisions  of  the  securities  laws.  In 
adopiine  Seaion  4o.  Congress  did  not  accept  a  proposal  to  incorporate  the  standards  set  forth 
■^  .i..  ^.,.:-_  ---.o  Section  4b.  The  amenoment  would  therefore  eviscerate  a  fundamental 
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relationship  and  would  reverse  SO  years  of  accumulated  experience  and  precedents. 

FCM  Liability  for  Floor  Brokers 

Section  602  of  the  Bill,  would  make  the  FCM  strictly  liable  under  agency  law  for  actual 
damages  caused  by  an  independent  floor  broker's  violation  as  well  as  liable  for  punitive 
damages  arising  from  such  misconduct  —  although  the  FCM  itself  did  not  commit  the  violation 
~  if  the  FCM  failed  to  exercise  due  diligence  in  the  selection  or  monitoring  of  the  floor  broker. 

We  question  the  assumption  in  the  Bill  that  an  independent  floor  broker  Is  an  agent  of 
any  FCM.  An  independent  floor  broker,  as  an  independent  contractor,  is  not  within  tne 
control  of  any  particular  FCM.  In  addition,  FCMs  oo  not  have  access  to  the  full  range  of 
background  or  disciplinary  information  on  floor  brokers  available  to  the  CFTC  and  the 
exchanges,  which  are  primarily  responsible  for  assuring  the  fltness  of  floor  brokers  to  handle 

orders,  FCMs  reasonably  assume  that  any  floor  broker  authorized  to  trade  for 

"  "  '*■  to  do  so.  They  rely  on  the  CFTC  and  (he  exchanges  (o  enforce  existing 
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registration,  denial  and  revocation  procedures  and  to  determine  when  a  floor  broker  is  not  fit 
to  trade  customer  orders.  If  the  Committee's  concern  is  that  these  ensting  procedures  are 
inadequate  lo  detect  and  remove  unfit  floor  brokers,  the  legislation  should  focus  instead  on 
changes  to  liie  regulatory  and  self-regulatory  structure. 

With  respect  lo  the  monitoring  of  floor  broker  executions,  we  understand  that  the 
Committee  wishes  to  assure  that  customers  receive  fair  executions.  FCMs,  however,  already 
have  every  incentive  to  provide  their  customers  with  the  best  executions  possible.  The 
problem  is  that  FCMs  do  not  have  certain  infnrmalion  that  is  available  only  to  exchanges  and 
the  CFTC.  Such  information  would  include  information  about  an  independent  floor  broker's 
trades  with  other  FCMs,  which  would  be  conEdenliaL  Moreover,  impeding  liability,  including 
punitive  damages,  on  FCMs  is  particularly  inappropriate  when  the  FCM  itself  has  commiitea 
no  violation  and  it  is  the  responsibility  ofothers  to  audit  and  supervise  independent  floor 
brokers. 

We  therefore  believe  thai  many  FCMs  will  conclude  that  there  is  no  way  to  protect 
against  open-ended  liability  for  punitive  damages  arising  from  floor  broker  violations  and  will 
simply  cease  handling  customer  business.  Further,  even  those  FCMs  who  do  not  go  this  far 
will  be  forced  to  restrict  the  extent  of  iheir  customer  business  in  order  to  reduce  tneir  potential 
exposure.  This  is  intended  neither  as  a  threat  nor  as  a 'doom  and  gloom' prophecy.  In  order 
to  appreciate  the  potential  for  this  result,  one  need  only  observe  that,  while  the  futures 
markets  have  experienced  unprecedented  growth  in  the  last  seven  years,  the  number  of  FCMs 
handling  customer  business  has  actually  declined.  The  Bill  will  accelerate  this  trend  toward 
reduceacompetition  in  the  futures  brokerage  business  and  increased  cost  of  trading  bv  retail 
customers  and  commercial  and  institutionafhedgers.  We  do  not  believe  that  this  result  is  in 
anyone's  best  interest 

Treatment  of  All  Violations  of  the  CEA  as  Felonies 

Section  608  of  the  Bill  would  add  a  new  Section  9(h)  lo  the  CEA,  which  would  make  any 
violation  of  the  statute  or  CFTC  regulations  a  felony  pimishable  by  a  Qne  of  up  lo  SSOO.OOO 
and/or  imprisomnent  of  up  to  S  years.  To  the  best  of  our  knowledge,  however,  no  one  — 
including  the  United  States  Department  of  Justice  -  has  suggested  that  the  CEA  as  currently 
constructed  is  in  any  w:^  deHcient  or  that  the  statute  does  not  provide  for  sufficient  criminal 
penalties.  We  therefore  question  the  need  for  the  amendment, 

lnadditioii.lheexistingcriminalprovisionsofSection9of  the  CEA,  which  provide  for 

demeanors  as  well  as  felonies,  have  been  carefi  "  "    '  '     ' 

^'car^  and  would  not  be  repealed  under  the  Bill, 
continued  viability  of  these  provisions  into  queslioi 
intent.  Moreover,  many  of  the  CFTCs  regulations  ai 
criminal  liability. 

Punitive  Damages 

We  imderstand  that  Section  603  of  the  Bill,  which  provides  for  punitive  di 
exchange  and  NFA  arbitrations,  CFTC  reparations  and  private  court  litigatioa  is  intended 
onlyloapply  to  violations  of  law  by  floor  brokers  or  in  connection  with  conduct  that  occurs  Q 
exdiange  floors.  The  language  of  the  Section,  however,  does  not  make  this  clear,  and  the 
reference  to  the  'making  of  a  trade"  could  be  read  to  include  all  conduct  related  to  a  trade. 
We  therefore  ask  that  this  provision  be  clarified. 
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In  addition,  unlike  other  trading  contexis,  the  amount  of  a  futures  ci 
generally  far  exceeds  whatever  commission  revenue  the  broker  receives.  As  a  result,  a 
judgement  against  an  FCM  requiring  it  lo  pay  the  customer  the  amount  of  any  losses  provides 
a  sufflcient  incentive  to  guard  a^inst  misconduct.  A  person  acting  in  violation  of  the  CEA 
may  also  be  subject  to  CFTC,  riFA  and/or  exchange  sanclioiu,  which  would  be  increased 
under  the  Bill  and  which  could  include  criminal  sanctions.  The  imposition  of  punitive  damages 
on  FCMs  is  therefore  umvarranted. 

Dual  Tradins 

The  FIA  has  consistently  taken  the  view  that  there  is  nothing  inherently  wrong  with  dual 
trading,  as  long  as  the  proper  safeguards  can  be  implemented  lo  preserve  ihe  integniy  of  the 
market.  The  HA  therefore  believes  that  the  Bill  correctly  links  dual  trading  lo  a  more  precise 
audit  trail. 

CFTC  Oversight  of  Exchanges 

The  FLA  generally  supports  CFTC  oversight  of  exchange  systems,  audit  trails  and  other 
floor  oversight  and  conipliance  efforts.  In  the  last  15  years,  the  authority  to  initiate  rule 
reviews  has  served  the  CFTC  well  as  a  means  of  identifying  areas  where  improvements  were 
needed.  We  believe  that  allowing  the  CFTC  lo  issue  deficiency  orders  will  be  effective  in 
strengtlieoing  its  oversight  powers.  Our  concern  in  this  area  is  that  the  schedule  of  fines  and 
penalties,  which  in  some  cases  may  be  as  high  as  1500,000  per  day  per  violation,  may  be 


The  drafters  of  the  Bill  have  indicated  that  it  awthoriTes  the  CFTC  to  impose  service  tees 
in  order  to  help  fimd  the  additional  cost  of  monitoring  trading  floors  and  assuring  compliance 
by  exchanges  with  the  requirements  of  the  Bill.  The  CFTC  would  therefore  not  be  autnoriied 
:o  fund  iis  entire  budget  m  this  maimer,  and  the  Bill  should  be  clarified  in  this  respect.  In 


market  user.  The  imposition  of  a  service  fee  will  in  effect  operate  as  an  additional  la 
market  users.  Ihe  group  the  Committee  has  staled  it  seeks  to  protect.  We  believe  these 
considerations  should  be  home  in  mind  by  the  Committee  in  structuring  the  service  fee 
provisions. 

Broker  Associations 

The  FIA  has  previously  supported  the  registration  of  broker  groups,  and  we  are  in  favor 
of  the  CFTCs  current  efforts  to  review  issues  arising  in  this  area  in  order  to  propose  any 
necessary  regulations.  We  welcome  the  provision  in  the  Bill  which  would  have  lAe  CFTC 
adopt  regulations  and  establish  procedures.  To  avoid  unintended  consequences  we 
J  ..._...._  _«__.:_._  j_._  _,.i._  "■"■-■--- on  broker  associations  be  delayetl  until  Ihe 

We  are  concerned  that  the  language  of  the  Bill  may  be  construed  to  sweep  within  this 
prohibition  any  trading  between  employees  of  the  same  FCM.  The  fact  that  two  individuals 
are  employed  by  the  same  FCM,  standmg  alone,  has  never  been  sufflcient  to  encompass  such 
individuals  within  Ihe  definition  of  a  broker  associations.    Unless  the  employees  operate  imder 
some  sort  of  agreement  or  understanding  between  themselves,  we  can  perceive  no  reason  why 
they  should  be  subject  to  the  prohibition. 
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Other  Provisions 

The  FIA  also  supports,  with  the  minor  reservations  noted,  the  following  provisions: 

-  The  five  year  auchorizaiion  for  the  CFTC; 

—  The  enhancement  of  the  hiring  and  compensation  authority  of  the  CFTC; 

—  The  establishment  of  standards  and  procedures  for  oral  orders  by  the  CFTC 
(which,  in  the  view  of  the  FIA,  should  accommodate  spread  trading)  with  the 
understanding  that  CFTC  regulation  is  in  lieu  of  baiuung  such  orders; 

The  registration  of  floor  traders; 

Astudy  of  penalties  assessed  by  exchanges  for  trade  praaice  violations; 

-  The  provision  pennitting  the  NFA  lo  appeal  CFTC  orders; 

~  The  proposal  to  require  exchanges  to  include  on  disciplinary  cominiitees  qtialified 
persons  representing  segments  of  the  exchange  memberahip  other  than  thai  which 
IS  the  subject  of  the  proceeding  and,  where  appropriate,  qualified  non-members; 


-  The  provision  regttrdbg  exchange  notification  of  customers  with  respect  to  actions 
against  floor  broKers,  provided  tliat  the  role  of  the  FCMs  with  respect  to  such 
notification  is  clarified. 

The  FIA  also  endorses  the  following  CFTC,  NFA  or  House  proposals  included  in  the 

-  The  Telemarketing  Fraud'  provision; 

-  The  amendment  which  ^ants  the  CFTC  more  latitude  in  determining  the  amount 
of  civil  monciary  penalties  and  provides  for  automatic  suspension  of  registration 
and  a  trading  prohibition  upon  a  failure  to  pay  a  dvil  monetary  penally; 


The  requirement  that  futures  industry  professionals  attend  pericxlic  ethics  training 
sessions; 

The  mandated  G  AO  study  of  delivery  points  in  agricultural  futures  markets;  and 

The  tightening  of  NFA  registration  standards. 

However,  the  specific  language  of  all  of  S.  1729  w 
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The  Chairman.  Our  next  witness  is  Mr.  IsaacBon. 

STATEMENT  OF  ROBERT  L.  ISAACSON,  PRINCIPAL,  COMMODITY 
INVESTMENT  CONSULTANTS,  REPRESENTING  THE  NATIONAL 
ASSOCIATION      OF      FDTUIffiS      TRADING      ADVISCffiS,      SAN 
FRANCISCO,  CA 
Mr.  Isaacson.  Good  morning,  Mr.  Chairman,  and  members  of  the 

committee. 

INTRODUCTION 

I  am  Robert  Isaacson,  an  Independent  Commodity  Treiding 
Advisor  from  San  FranciBCOy  Caliibmia.  I  am  here  today  as  vice 
president  of  the  National  Association  of  Futures  Trading  Advisors, 
known  as  NAFTA.  NAFTA  is  a  national  trade  association  of  ap- 
proximately 150  firms  and  individuals  who  manage  almost  $6  bU- 
lion  in  investments  for  their  clients.  Our  members  are  Commodity 
Trading  Advisors  (CTA)  and  Commodity  Pool  Operators  (CPO). 
They  operate  and/ or  advise  a  substantial  number  of  the  commodity 
pools  and  managed  futures  eiccounts  currently  in  existence. 

WE  FEEL  INVESTOR  CONFEDENCE  IN  THE  U.S.  FUTURES  MARKETS  IS  ES- 
SENTIAL  TO  THE  CONTINUED  VITAIJTY  AND  GROWTH  OP  OUR 
INDUSTRY 

Managed  accounts  and  commodity  pools  provide  an  increasingly 
popular  alternative  to  direct  speculative  trading  by  individual  in- 
vestors. Accordingly,  NAFTA 's  members  are  substantifd  users  of 
tiie  exchanges  on  behalf  of  their  customers.  Mr.  Chairman,  we  feel 
investor  confidence  in  the  U.S.  futures  markets  is  essential  to  the 
continued  vitality  and  growth  of  our  industry. 

For  all  these  reasons,  and  in  order  to  be  more  closely  in  touch 
with  the  regulatory  and  legislative  process,  NAFTA  has  within  the 
past  year  moved  its  headquarters  to  Washington,  DC.  We  have 
hired  a  man  with  outstanding  credentials  emd  well-known  to  this 
committee  as  our  executive  director,  former  CFTC  CommissitHier 
Bill  Seale.  Furthermore,  in  addition  to  our  regular  general  counsel 
in  Chicago,  we  have  also  retained  Terry  Claassen  as  special  coimsel 
here  in  Washington  to  assist  NAFTA  with  regulatory  emd  legisla- 
tive policy  matters. 

VIEWS  ON  SEVERAL  OF  THE  ISSUES  RAISED  IN  S.  1729 

Therefore,  NAFTA  particularly  welcomes  this  opportunity  to 
share  with  the  committee  the  experience  of  its  members  under  the 
current  regulatory  freimework  and  to  provide  views  on  several  of 
the  issues  raised  in  S.  1729. 

NAFTA  ENTHUSIASTICALLY  SUPPORTS  ANY  MOVE  AWAY  FROM  REGULAR- 
LY SCHEDULED  COMPLETE  OVERHAULS  OF  THE  CFTC'S  LEGISLATIVE 
AUTHORIZATION 

First,  Mr.  Cheurman,  NAFTA  enthusiastically  supports  any  move 
away  fi-om  regularly  scheduled  complete  overhauls  of  the  CFTC's 
legislative  authorization.  We  believe  the  periodic  reauthorization 
process  dreuns  substantial  CFTC  staff  resources  and  thereby  de- 
tracts from  the  agency's  ability  to  perform  its  r^[ulatory  functio 
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Regarding  specific  provisions  of  S.  1729,  NAFTA  supports  the 
bill's  strong  emphasis  on  enhanced  exchange  audit  trails.  As  I  said 
earlier,  public  confidence  in  U.S.  markets  is  essential.  At  the  same 
time,  however,  NAFTA  members  are  concerned  by  the  suggestions 
of  some  that  the  standards  which  would  become  effective  3  years 
f^ter  enactment  are  intended  to  force  all  futures  trading  into  com- 
puters. We  believe  it  is  critical  for  the  market,  not  the  government, 
to  decide  when,  if  ever,  computerized  trading  may  be  better  than 
the  traditional  open  outcry  markets.  It  would  oe  easy  to  feed  orders 
into  a  computer  and  have  it  spit  back  executions  just  as  it  could  be 
Euranged  to  have  a  computer  cetst  votes  in  the  Senate  on  the  basis 
of  reliable  public  opinion  polls  back  home.  But  the  market  and  the 
Senate  would  both  lose  the  essential  human  dynamics  which  make 
them  effective — imperfect  perhaps,  but  effective. 


On  another  important  issue,  NAFTA  does  not  believe  a  prohibi- 
tion of  dual  trading  is  appropriate  or  necessary  at  this  time. 

NAFTA  beheves  dual  tramng  should  be  allowed  to  continue,  sub- 
ject to  disclosure  to  customers  that  a  broker  intends  to  trade  for  his 
own  account.  Existing  CFTC  r^ulations  require  just  such  disclo- 
sure to  prospective  customers  of  Commodity  Trading  Advisors  and 
Commooity  Pool  Operators.  This  disclosure  would  allow  a  customer 
to  choose  for  himself  without  the  market  having  to  suffer  the  costs 
we  have  talked  about  earlier. 

Accordingly,  NAFTA  favors  the  approach  contained  in  S.  1729.  It 
would  permit  the  continuation  of  trus  important  practice  at  each 
exchange,  as  long  as  the  CFTC  remains  satisfied  that  the  ex- 
changed surveillance  system  effectively  deters  and  detects  dual 
trading  abuses. 


NAFTA  has  long  supported  the  development  of  ethical  standards 
throughout  the  futures  industry.  In  fact,  NAFTA  views  eis  one  of 
its  purposes  the  enhancement  oi  ethical  standeirds  for  trading  advi- 
sors and  pool  operators  and  intends  to  include  sessions  in  this  area 
in  its  future  annual  meetings. 

Our  segment  of  the  futures  industry  is  subject  to  a  broad  array 
of  r^ulations.  Commodity  Traiding  Advisors,  Commodity  Pool  Op- 
erators, and  their  associated  persons  are  required  to  register  with 
the  NFA.  Each  of  these  associated  persons  must  first  successfully 
pass  the  National  Commodity  Futures  Examination.  The  NFA  con- 
ducts regular  audits  of  all  NAFTA  members.  Exhaustive  disclosure, 
recordkeeping  and  reporting  regulations  govern  Commodity  Trad- 
ing Advisors  and  pool  o[>eratorB,  and  pool  operators  must  also  pro- 
vide annual  audited  financial  statements  to  their  customers,  the 
NFA  and  the  CFTC. 

'"'•omprehensive  securities  r^ulations  also  govern  pool  operators 
Tading  advisors. 
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NAFTA  members  are  thus  subject  to  a  broad  range  of  compli- 
ance responsibilities.  This  r^ulatory  framework  is  considerably 
broeider  in  scope  than  that  applicable  to  almost  any  other  CFTC 
registrants. 


All  of  this  leads  NAPTA  members  to  believe  more  vigorous  en- 
forcement of  existing  futures  industry  r^ulations  may  be  more  ef- 
fective in  preventing  abuses  than  another  r^ulatory  layer  of 
"ethics"  training.  Nevertheless,  NAFTA  commits  our  full  assist- 
ance to  the  CFTC  for  the  purpose  of  crzifting  such  r^ulations.  In 
fact,  NAFTA  would  undertake  to  provide  any  such  required  train- 
ing for  its  members  and  would  encourage  Coi^ress  to  suggest  such 
an  approach  for  members  of  NAFTA  and  other  similar  trade 
organizations. 

Mr.  Chairman,  we  appreciate  the  opportunity  to  present  our 
vien^,  and  I  will  be  happy  to  answer  euiy  questions. 

[The  prepared  statement  of  Mr.  Isaacson  follows:] 
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the  HAFTA  board  of  tjlrectors  Includes  an  outside  director,  even 

though  «e  are  a  private  trade  association    Hovever,  NAF'TA 

qulrsBsnt.   HAFTA  Believes  the  experience  and  knovledge  of 
Individual  governing  bosi^d  membere,  ¥hether  member  or 
non-member,  ars  more  critical  to  mound  declalon-maklng  and 
representation  of  public  Interests  than  mandated  percentages. 
S,  1729  vould  Impose  a  three-day  "cooling  off"  period  be- 
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il>ar»»  by  HAFTA  MHbvra.   Naverthvlaaa.  In  th«  Interaata  of 
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■ent  and  police  the  propoaal  contained  in  S.  1729.   For  ei»*- 
ple.  It  la  not  clear  to  vhat  extent  B  brokerage  flra  could  rely 
upon  oral  aaaurancea  froa  the  CUBtomer  tJiat  he  eaa  not  a 
first  tine  cuatoner.   What  types  of  evidence  vould  auffloa  to 
permit  a  broker  to  aatlafy  thid  question? 

Finally   NAFTA  haa  long  supported  the  developaent  of  ethl' 
cal  atandardB  throughout  the  futures  Industry.   In  fact,  KAFTA 
vlees  as  one  of  its  purposes  the  enhancement  of  ethical  atan~ 
dards  for  trading  advlaora  and  pool  operatora  and  Intends  to 
include  saaslons  in  thla  area  In  ita  future  annual  aeetinea. 

Our  aegnent  of  the  futures  industry  la  aubjact  to  •  broad 
array  of  TeQuIation.   Cosaodlty  Trading  Advisors,  Coaaodity 
Pool  Operators   and  thalr  associated  persons  are  required  to 
register  vith  the  HFA.   Each  of  these  AsAoelatad  persons  aust 
first  successfully  pass  the  Kational  Connodlty  Futures  EKaalna- 
tlon.   The  HFA  conducts  regular  audits  of  all  HAFTA  aeabera. 
Exhaustive  dlsoloaure,  recordkeeping  and  reporting  regulations 
govern  Coeaodlty  Trading  Advisors  and  pool  operators,  and  pool 
operators  aust  provide  annual  audited  financial  stateaenta  to 
their  LJStoaers,  the  HFA  and  the  CFTC. 

Thaae  regulations  have  been  In  place  for  over  a  decade,  and 
continue  to  be  suppleaented  irow  time  to  tlae  by  HFA  coapllancs 
rulea  covering  areas  auch  aa  pronotionBl  aaterlals.  KFA  staff 
also  conduct  periodic  conpllance  audita.  Cosprahanslva  saourl- 
tles  regulations  also  govern  pool  operators  and  trading  advl- 

HAFTA  Bsabers  are  thus  subjsct  to  a  vary  brostf  range  of 
coapllance  responaibllltiss.   This  rsgulatory  fraaeeork  Is 
considerably  broader  In  acope  than  that  applicable  to  alaoat 
any  other  CPTC  reglstranta. 

All  of  this  leads  NAFTA  aeabers  to  believe  acre  vigorous 
enforcement  of  exiatlng  futures  Industry  rsgulstlons  aay  bs 
■ore  effective  In  preventing  abuses  than  another  rsgulatorjr 
layer  of   ethica*  training.   This  la  in  large  part  due  to  HAF- 
TA A  C[3nc:erii  that  serious  probleas  must  he  very  carefully  OOD'^ 
sidered  in  developing  any  reaulations  to  lapleaent  such  a  rs- 
quireaent.   Vould  this  requirement  create  a  financial  hardship 
on  individuals  and  analler  firna,  for  exaaple,  by  imposing 
travel  to  central  locations  for  initial  or  refresher  training 
seaslonsT   For  theee  kinds  of  reaaona,  mafta  urges  extreae  car* 
In  crafting  any  regulations   and  ««  comnlt  our  full  asslstanos 
to  the  CFTC  for  that  purpoae.   In  fact,  HAFTA  vould  undertake 
to  provide  any  such  required  training  for  its  aesbsrs  snd  vould 
enoourage  Congreas  to  suggest  such  an  approscli  for  aeabsrs  of 
HAFTA  and  other  siailar  trade  assoclatlona. 

Mr.  Chalrsan,  ve  appreciate  the  opportunity  to  present  the 
vieva  of  our  Association-   I  Mill  be  happy  to  ansesr  any 
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The  Chairman.  Thank  you  very  much. 

Mr.  Lind,  we  will  go  to  you  next.  That  way  Bob  Wilmouth  gets 
the  Ifist  word,  aB  he  usually  does  einyway. 
Mr.  Lind. 

STATEMENT  OF  BARRY  J.  LIND,  CHAIRHAN,  LIND-WALDOCK  & 
CO.,  CHICAGO.  IL 

Mr.  Lind.  That  seems  to  be  the  way  it  always  works. 

INTRODUCTION 

Good  momii^,  Mr.  Chairman,  Senator  Lugar,  Senator  Boschwltz. 
Thank  you  for  the  opportunity  to  speak  before  you  today. 

My  name  is  Bfirry  Lind,  and  I  am  tiie  chairman  of  Lmd-Waldock 
&  Company. 

I  eim  here  today  on  behalf  (^  my  company  as  well  as  on  behalf  of 
our  over  12,000  active  customers,  who  repres^it  a  consider^le 
cross-eection  of  the  investing  public. 

We  fill  approximately  three-quarters  of  a  million  customer 
orders  per  year.  We  employ  over  500  people  sind  rank  as  the  Na- 
tion's largest  discount  futures  broker. 

But  I  am  not  just  representing  Lind-Waldock's  customers— I  am 
representing  the  FCM  community  as  well.  That  is  as  it  should  be. 
The  customers'  interests  and  the  FCM's  interests  are  one  and  the 
same. 

As  a  futures  commission  merchant,  as  a  spokesperson  for  the  in- 
dividual investor  in  the  futures  market,  or  as  a  clearing  member  of 
seven  U.S.  futures  exchanges,  I  have  but  one  objective.  And  it  is 
the  same  objective  that  everyone  in  this  room  shares.  It  is  our  obli- 
gation to  represent  and  to  protect  the  interests  of  the  investing 
public. 

I  have  prepared  more  expeinsive  remarks  covering  a  broader 
range  of  issues  for  inclusion  in  the  record.  I  will  address  my  re- 
marks here  to  the  most  significant  features  of  the  bill  as  I  see 
them. 

AUDIT  TRAIL 

In  regfu-d  to  audit  trail,  we  support  increased  audit  trail  capabil- 
ity. We  agree  with  the  committee's  goal  of  setting  overall  standards 
of  performance.  But  we  take  issue  with  the  expUcit  direction  con- 
tained in  the  bill. 

A  vastly  improved  audit  trail  system  is  already  being  developed 
by  the  people  beat-equipped  to  do  this — the  exchanges.  I  speak  from 
personal  experience  on  this  issue  since  I  have  been  closely  involved 
with  the  Chicago  Mercantile  Exchange's  effort  to  develop  such  a 
system. 

This  system  will  allow  us  aa  FCM's  to  determine  far  more  pre- 
cisely when  the  broker  got  the  order  and  when  he  executed  the 
order.  By  narrowing  the  window  of  uncertainty,  this  system  will 
meet  or  exceed  the  committee's  objectives,  it  mil  meet  our  objec- 
tives, and  it  will  meet  the  customers'  objectives— imd  it  will  do  so 
without  disruptive  the  speed  and  liquidity  that  are  so  vital  to  the 
efficient  functioning  of  the  futures  market. 
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BROKER  ASSOCIATIONS 

The  section  of  the  bill  that  deals  with  broker  eissociations,  I  feel 
is  based  on  the  erroneous  assumption  that  such  eissociations  are 
uniformly  and  unfaihngly  detrimental  to  the  public  interest.  We  do 
not  agree.  Broker  associations  play  a  necessary,  legitimate  and  val- 
uable role  in  the  prompt  filling  of  customer  orders.  Yes,  there  is 
greater  potential  for  abuse,  but  this  remedy  is  inappropriate.  There 
is  nothing  wroi^  with  two  members  of  a  broker  association,  where 
each  one  is  filling  a  customer's  order,  doing  that  transaction  with 
each  other.  There  is  no  geun  to  anyone  except  the  customer.  And  if 
that  activity  is  going  to  be  banned,  my  customers  are  going  to 
suffer. 

Even  a  benign  interpretation  of  the  bill  threatens  to  interfere 
with  getting  a  customer's  order  filled  at  the  best  price  in  an  open 
outcry  market.  Competition  will  be  reduced. 

If  the  CFTC  fails  to  come  up  with  an  acceptable  standard,  the 
enactment  of  this  proposed  legislation  would  have  serious  n^ative 
consequences  for  the  public  investor. 

LIABIUTY  OF  FCm'S 

The  section  of  the  bill  dealing  with  FCM  accountability  and  li- 
ability issues  is  the  most  troubling  to  us.  We  do  not  suggest  for  a 
moment  that  we  are  not  responsible  to  our  customers  to  get  their 
orders  filled  fsiirly  and  fast.  We  are  absolutely  responsible  for  just 
that,  and  we  have  systems  in  place  to  ensure  that  that  occurs.  We 
will  fight  for  our  customers  even  over  one  tick,  and  we  do  that 
every  day. 

Yes,  I  am  responsible  for  the  order  that  should  have  been  filled 
but  does  not  get  filled.  That  is  my  duty  as  an  FCM.  But  I  am  not 
responsible  for  the  guy  who  hears  an  80  bid  and  says  to  the  local 
nejtt  to  him  "sell  that '  suid  then  fills  my  order  with  that  local  at 
78.  I  cannot  be  responsible  for  that  because  I  cannot  police  that. 

Consider  for  a  moment  the  unreasonable  standard  that  this  bill 
would  impose  on  FCM's.  At  Lind-Waldock,  we  fill  over  3,000  cus- 
tomer orders  every  day.  In  any  given  month,  we  use  over  700  inde- 
pendent floor  brokers  on  7  futures  exchanges  nationwide.  It  would 
be  impossible  for  us  to  oversee  the  minute-to-minute  activities  of 
those  hundreds  of  brokers.  Even  if  we  could,  the  costs  of  doing  so 
would  probably  put  us  out  of  business. 

In  a  matter  of  seconds,  a  market  may  trade  at  three  or  four  dif- 
ferent prices.  A  fill  within  that  range  may  be  legitimate;  it  may 
not  be  legitimate.  Mr.  Chairman,  members  of  the  committee,  I 
have  to  tell  you,  short  of  standing  in  the  pit  beside  my  undercover 
agent,  I  have  no  way  of  detecting  that  irregularity.  Yet,  this  provi- 
sion would  put  my  firm  in  a  position  of  unlimited  liability  for  ac- 
tions that  we  have  no  reasonable  ability  to  monitor  or  control. 

I  believe  that  one  of  the  statements  that  did  not  clearly  come  out 
yesterday  afternoon  weis  that  the  procedure  and  remedy  exists 
today  at  the  exchanges  for  the  customer  ageunst  the  floor  broker 
r^uding  dishonest  acta  that  the  FCM  doesn't  cover,  and  that  has 
been  used  far  more  often  recently  than  it  had  been  used  before — I 
vtx  going  back  to  last  year — and  the  customer  has  been 
>mpeiiaed. 
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In  oaodiiBkai,  Hie  intesrity  of  our  maifcetE  is  a  aitical  cmcem 
fin-  all  of  OB.  A  doee  esaminatiaa  of  onr  roles  and  standards  is 
heahhy. 

But  in  aU  our  effivts  to  **— **"»*i  review,  and  anoend,  let  os  not 
kse  si^  (tf  tlie  ftct  tbat  our  markets  are  setting  the  standard  for 
the  world.  He  It^*"!**?.  effiden^  and  efiectncness  of  these  mar- 
kets is  cojaed  frtni  Lindan  to  Sbi^aftOfe,  frtxn  I^BIiB  to  Tokya 

Dnfate  «tm»*  tggfcly  piddioaBd  aDe^tions,  «mt  th^  ilfannination 
rfweakncB,  tbeie  is  lit&e  to  mggtat  that  the  qntem  has  biled.  I 
caiitiop  the  OMnmittee  tD  nogh  eadi  pnpoaed  change 'vexy  careful- 
ly against  the  imuJalitj  that  it  oould  inqiede  the  nnoodi  fimctioii- 

Mr.  Chairman,  Senators,  I  thank  you  for  the  opportuni^  to  ad- 
dress you  toda?.  Td  be  hap^  to  ausnu  any  qneetiaas  yoa  m^ 
have. 

'nw  CoAtEMAX.  Thank  yon  vesy  mnch.  Mr.  Lind.  Well  hM  tl^ 
qneetxaiB  imtil  we've  heard  fama  Mr.  Wifanaalh,  who  now  will  pot 
thisall  in  peapeetive. 

rnw  prsfiared  rtaiwiiwil  and  altai  IiiiihUb  oT  Mr.  Und  Mlow:] 
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tba      ri  1^111  ■■.      thank     t™>      <oi~    *-tti^ 
opportaaLtf  Co   >p«»>   batora  i^ou  today.      My  naaa   la   Barry  Llnd,    and 
•ltd  Oiiaf   EmcstlTa  Offlcae  of  Uad-iMldock  and 

hava  bmma  Bine*  its  lacaptioa- 

I  aa  baca  today  on  balulf  of  ay  cuapany  aa  well  aa  oi  btfulf  of  our 
12,000  actlTa  miataMara,  thto  earn!  froB  aracy  atata  in  tba  Onion  and 
Boat  coantli**  id  MaaCam  Buropa.  Aa  audi,  thay  rapraaanc  a 
conaldarabla  croaa-aaction  of  idiat  m  Iukm  aa  tba  public  in-rastoc. 
Id  addition,  Liod-«aldock  cnatnira,  on  aTscaga,  bava  acoounta  of 
$10,DDO  or  loaa  —  anothar  alaaant  of  tlia  'public  InTaator'  profila. 

He  fill  approxlaataly  tliroa  quartara  of  a  aillioa  ordara  par  yaar  tor 
Dur  cuatoaera.  Be  anploy  <mc  SOO  pe^la-  Ode  fim  baa  boan  aarring 
the  individual  invaator  for  24  yaara.  Ha  bara  dai»  it  nail  aoooqh 
d  a  poaitioa  aa  tba  nation'a  lanfaat  futuraa  diacount 
[  a  60«  Harkat  abar*- 


repreBentinq   tba   Im   cc— iility   aa  wall.       Tbat    ia   aa    it    abould  ba. 


IndiTidual  inveator  in  tin  futucaa  Backati  or  aa  a  claariog  aaabar 
of  Bev«D  VS.  futuraa  audiangaa  —  I  bara  but  ona  objactiva.  knd  it 
la  tba  aaaa  objactlve  tbat  araryoaa  in  tbia  rooM  abaraa.  It  ia  our 
cdsligation  to  rapraaent  and  to  protect  tba  intacvata  of  tba  invaatinq 
public-       Ha    koow    tbat    without    tim    confidanca    of    tba    public,     our 


ai^iport  tba  Co— littaa'a  atforta  to  laproTa  audit  txvil 
labillciaa.  For  ua,  aa  for  all  FOta,  our  afforta  to  dataraina  tba 
i^uacy    of     cuatcaac     fllla    ara    l^padad    by    tba     -window,     or    9ap 


three   and  one   half  ainutm  wbicb  aakaa 

detemina  witb   a  bigta  itagraa   of   certainty  that  an  order  waa   fillad 

fairly  and  accurately. 

T  would  like  to  aention  in  tbia  ra^ard  tbat  wa  at  Llnd-«aldock 
■onitor  our  brolMCS  and  tba  fllla  our  caatoaara  racoin  on  their 
ocdara  vary  carefully.  Our  rocant  cuataaar  BHrray,  a  cofy  of  which 
ia  attached,  indicataa  tbat  in  caaaa  wbara  a  cuatnaar  la  not 
aatiafiad  witb  a  fill  and  reporta  thia  to  our  fira  .  .  .in  thirty 
aeven    percent    of     tbaaa    caaaa.     wa    ara    already     looking     into    tba 
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cagacding  fill*  ari 

Ha  ara  vary  ancouragad  by  tha  tact  that  tha  Ixchangaa  hava  audit 
Ccall  ayatama  in  davalopoant  that  would  allow  ua  to  iibeeow  tha 
'window'  and  thacaby  nonltoe  fllla  mora  accurataly.  I  apaak  Iron 
axparianca  on  thia  laaue,  ainea  1  hava  baan  cloaaly  involvad  with  tha 
Chlcaqo  Haccantil*  Bxehanga'a  afforta  to  davalop  an  inprovad  audit 
tcail  ayatao. 

Tha  ayatan  will  ba  opavational  wall  within  a  thraa  yaar  pariod  Of 
tima.  oncB  implanantad,  tha  Chicago  HaKcantlla  Bxcbanga  ayatan  could 
eaduca  tha  window  to  aa  faw  aa  twanty  aaconda  —  mora  than  maating 
tha  connittaa'a  broad  ob]activa  et  ona  nlnuta.  In  our  opinion,  that 
will  do  a  graat  daal  to  anhanca  tha  conCidanca  that  our  cuatotaaca 
hava  In  tha  timalinaaa  and  intagrity  of  tha  ordar-f illing  procaaa. 
In  thia  cagard,  whila  wa  do  not  dlaputa  tha  CooDlttaa'a  valuabla  rola 
in  Batting  ovarall  atandarda  for  an  audit  tcail,  wa  ara  confidant 
that  tha  maana  by  which  thoaa  atandarda  ara  Bat  la  proparly  tha 
reaponaibility  of  tha  BNChangaa. 

It  la  critically  iaiportant,  howavar,  to  eoaka  a  diatinctlon  batwaan 
*papar*  ordara  and  'flaah'  ocdeca  bacauaa  the  two  pcaaant  qulta 
differant  raquiramanta  with  eagard  to  audit  trail.  With  a  papar 
order  a  phona  dark  writaa  down  tha  cuatodoar  ordar  and  a  runnar  takaa 
it  to  the  broker  in  tha  trading  pit.  That  la  tha  procaaa  that  moat 
paopla  aaaociata  with  activity  on  tha  trading  floor. 

In  an  affort  to  pro v Ida  cuatcoara  with  tha  quickaat  raaponaa 
poaalbla.  howavar,  many  ordara  ara  now  takan  aa  "flaah"  ocdera  or 
*arb'  ordara.  Mith  an  arbad  ordar,  tha  order  clerk  algnala  or  ahouta 
to  a  broker  in  tha  pit  tha  teroa  of  the  ordar.  Tha  ordar  la  filled 
virtually  Inatantanaoualy.  At  Lind-Haldock,  for  axanipla,  wa  oftan 
take  tha  cuatooier'a  order  by  phone  and  report  back  a  fill  In  tha  aaoa 
converaation. 

Bacauaa  of  the  apead  at  which  flaah  ordera  ara  filled,  thay  preaant 
faw  problana  in  tama  of  audit  trail.  Tha  tima  ataop  la  likely  to 
ahow  tha  aama  minuta  for  ordar  entry  and  ordar  fill.  And  bacauaa  a 
aecond  or  a  taw  aaconda  can  ba  critical  in  a  faat-novlng  market,  wa 
ara  not  in  favor  of  a  ayatem  that  would  require  additional  tima- 
atamplng.  To  inplamant  auch  a  ayatani,  wa  ballave,  would  Impact  our 
cuatodDara  and  the  future*  markati  negatively  by  reducing  tha  apaad 
and  liquidity  that  ara  well-eatabliahad  advantagaa  of  the  futuraa 


In  our  24  yaara  in  buainaaa,  we  hava  diatancad  ouraalvaa  aa  far  aa 
poaaible  from  the  typaa  of  firma  that  utlliae  aalea  praeticaa  that 
the  three-day  rule  ia  daaignad  to  prohibit.  But  bacauaa  wa  are  part 
of  tha  FCM  comaunity,  wa  cannot  diatanca  ouraalTaa  far  enough.  There 
Bhould  be  no  room  in  our  induatry  for  any  firm  engaging  in  high- 
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In  teemi  of  concantratlng  raaourc**  and  nanpowar  in  an  araa  whara 
ttiay  sra  likaly  to  banafit  tha  invaating  public  tha  Boat,  I  [luC  to 
you  that  mora  inveatora'  noney  has  bean  loat  through  dacaptiva  aalaa 
practical  than  through  cthar  arsaa  that  have  baan  oora  highly 
publielEed  thla  paat  yaar. 

Our  only  quarral  with  thla  provialon  of  tha  Bill  la  that  it  doaa  not 
go  far  enough.   In  a  racant  eaaa,  for  axampla.  It  took  fiva  yaara  to 

abuae  1*  detected,  wa  ouat  hava  tha  ayatem*  and  ragulatlona  In  place 
to  atop  it  quickly.  Tha  thrae-day  rule  la  an  Important  Intttal  step 
toward  eliminating  deceptive  ealee  practlcee. 


S  ASSOCIATIONS 


The  provision  of  the  Bill  which  Imposea  a  total  ban  on  tha  trading 
In  broker  aaaaciatiana  unlaaa  the  CFTC  devalopa  proceduree  and 
Btandarda  daaignad  to  prevent  vlolatione  will  clearly  impact  tha  way 
we  do  buaineaa  to  tha  detriment  of  our  cuBtoaara.  The  total 
prohibition  and  Its  alternative  must  ba  redrafted  to  allow  trading 
among  membere  of  a  broker  aaaoclatlon  when  both  are  filling  cuatooier 


serve  a  valuable  purpose.  Our  firm  haa  used 
groups  of  brokara  from  ita  inception.  Only  recently  have  Exchanges 
required  that  theae  qroupa  diacloae  thamaalvaa  and  raglatar  their 
group.  Our  firm  uaea  broker  aaeociatlons  In  a  majority  of  markets, 
aa  do  moat  PCH'a.  He  axerciaa  great  care  In  the  selection  of  the 
broker  aaaoclatlona  that  wa  uae  to  fill  our  cuatomar  ordera.  He 
place  confidence  in  the  fact  that  these  broker  associations  are  alao 
very  diligent  in  their  aelectlon  of  which  floor  brokers  may  ba 
associated  with  them.  If  Lind-Haldock  traded  for  its  own  a 
we  would  place  thoaa  ordera  with  broker  aasociatlons  al 


One  of  the  reasons  for  uaing  a  broXer  aaaoclatlon  over  an  independent 
floor  broker  ia  that  wa  know  that  there  will  be  aomeona  there  to 
BBSlst  the  broker  In  handling  the  flow  of  orders.  I  can  tall  you 
that  I  do  net  know  any  ?CM  who,  under  any  clrcunstancea,  would  give 
the  responalbillty  of  filling  customer  orders  to  an  Inconpatant 
a  they  know  to  be  dishonest. 


When  a  member  of  a  broker  association  fllle  a  custOBiar  order  against 
a  cuBtoDer  order  executed  by  another  member  of  the  broker  association 
there  la  virtually  no  opportunity  for  fraudulant  activity.  The 
greater  potential  for  violationa  of  the  Act  arlalng  frco  trading 
among  mambera  of  a  broker  aaaoclatlon  occurs  when  one  nember  trades 
his  personal  account  opposite  an  order  executed  by  another  member  of 
the  Bsaociation.  However,  tha  Bill  goes  even  further  than  that. 
Thla  can  bast  be  llluetrated  by  an  exaraplei 
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•uch  ■•  thv SbP  at  tha  Chicago  Maccantila  Exchanga.  Tha 
markat  1*  trading  at  so  bid  and  55  offar.   -A-  cacalvaa  a 
cuatomar  ardar  to  buy  a£  tha  narket.   'B*  offaca  55  for  a 
cuatonar  ordar  tbat  ha  La  fillliiTL   Dndar  tha  pEaaant 
rulaa,  "\'   could  buy  'B'a  offar  at  55  and  tha  (ilia  would 
b*  an  thalr  way  baclr  to  tha  custenara.   Bavawac,  tha 
pfopoaad  raguLatlon  would  prohibit  auch  a  trada.   "A"  now 
bida  55.   A  third  party  not  in  tt»  aaaoclation  buya  "B"* 
55  otfar  and  offars  at  60  which  -A-  ia  now  obligatad  to 
buy.   Tha  nat  reault  la  that  tha  cuatonar'a  markat  ordar 
la  (iUad  at  GO  inatead  of  55. 


Claacly-,  whan  floor  brokaca  ara  not  totally  caatclctad  froa  trading 
with  sonaone  participating  In  tha  opan  outcry  ayatao  of  tb«  piarkat 
tha  prlcB  of  axacution  of  an  ordar  ranaina  compatitive  and  fair.  Tha 
current  parcantage  rulaa  for  trading  among  Dambara  of  broker 
associations  iDplenantsd  by  the  Chicago  Mercantile  Exchange  limltB 
the  floor  broker  to  local  transactions,    They  alao  linit,  but  not 

ara  involved.  Tha  orders  ara  filled  and  aside  frdoi  floor  brokerage 
fees  for  executing  tha  ordar,  tha  floor  broker a  have  no  financial 
Interest  or  derive  any  benefit  frosi  the  transaction.  These 
parcentaga  raatrictions  allow  tha  syatam  to  continue  working  and  do 
not  penallra  the  custonsr  if  the  best  bid  or  offer  in  the  market 
happens  to  be  fna  another  maobar  of  tha  broker  asaociation. 


Tha  procsdnras  designed  by  the-  CFTC  mat  b«  flaxiiile  to  pamit  a 
United  percentage  of  trades  among  iieaibera  of  a  broker  asaociation. 
However,  the  requlraaient  that  the  ComntsKLoiT  certify  that  their 
proceduraa  and  standarda  will  prevent  violationa  of  the.  Act 
attributable  to  trading  of  this  nature  places  too  stringent  a 

regulation  that  will  place  an  equally  burdensoiBe  restriction  on 
competition  and  efficient  execution  of  cuBtooar  orders. 


LiMiLiTt  or  FCWa. 

accountability  and  ttablllty 
>  do  not  suggest  for  a  noaent. 
I  stonier  a  to  get  thaii-  orders 
lad  fairly  and  fast.  He  are  abaolutely  raaponaibla  (or  juat  that', 
we  have  ayataais  in  place  to  ensure  that  it  occurs'.  H*  will  fight 
our  cuatoners  even  over  one  tick,  and  we  do  that  avarY  day. 


foi 

an  reaponslblv  for  the  order  that  should  hav*  bean  fillad  but 
does  not  gat  filled.  That-  ia  my  duty  «a  an  FCM.  But  I  an  not 
responsible  for  a  guy  who  hears  an  SO  bid  and  saya  to  the  local  next 
to  him  ■■all  that*  and  than  fills  mg  order  at  7B.  I  cannot  be 
responsible  for  that,  because  I  cannot  polica  that. 

Consider  for  a  moment  tha  uaraaaonsble  standard  that  this  bill  would 
impose  on  FCHb.  At  Lind-Haldock,  we  fill  over  3000  cuatooer  orders 
every  day.    In  a  given  nonth,  we  use  over  TOO  independent  floor 
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brokara  on  HBvan  future*  Ixchangas  natlonwlds.  It  would  b* 
ijnpoiBlbla  for  ua  to  oversaa  tha  minuta-tO'Dinuta  activitiea  of  thoaa 
hundcadi  of  brokers.  Bvan  if  v  could,  tha  coat*  of  doing  ao  would 
probably  put  ua  out  of  bualneaa. ' 

In  a  natter  of  a  aecond,  a  urkat  may  trada  at  three  different 
prLcea.  X  fill  within  that  range  nay  be  lagitioate  oi:  qualtlonabta. 
Mr.  Chairman,  nwiDbara  of  the  Conmittea,  short  of  standing  in  the  pit 
baaida  my  undercover  agent  ...  I  have  no  way  of  datacting  that 
irregularity.  Yet,  by  making  the  FCH  a  principal  of  everyone  who 
fills  orders  for  ua,  wa  are  put  in  tha  position  of  unlimited 
liability  for  the  actions  that  we  have  no  reasonable  ability  to 
monitor.  As  a  buslnaas,  we  must  anticipate  our  coats  and  recover 
then.    Wa  liaiply  could  not  continue  to  operate  in  such  an 


Everyone  in  thia  rooa  knows  about  the  recant  indictmenta  concerning 
T-Bond  traniactions  where  our  cuatotMrs  were  named.  Lat  ma  point  out 
that  the  only  may  in  which  that  activity  could  be  uncovered  waa 
apparently  as  a  result  of  a  collusive  activity  with  aaaaone  who 
turned  out  to  ba  an  agent  of  tha  Federal  Bureau  of  Investigation. 
I  think  you  would  agree  that  it  is  not  a  practical  solution  tor 
brokerage  firma  to  include  teams  of  undercover  agent a  on  their 
payrolls.  I  think  you  would  sgrae  that  inpoaing  such  an  unreasonably 
stringent  standard  on  PCHs  is  grossly  unfair  and  damaging  to,  our 


Certainly,  the  reBponalbllity  for  monitoring  trading  practices  is  a 
Joint  onei  tha  Bxchanges,  tha  FCHs,  tha  Exchange  Mriiiihi n i  s .  and  tha 
regulatory  agencies  all  share  in  it.  But  the  liability  for 
malfeasance  properly  raats  with  the  independent  floor  broker,  thereby 
giving  customers  a  renady.  In  turn,  the  broker's  axchanga  nambarshlp 
servaa  aa  hia  or  her  guarantee.   Thia  la  a  workable  ByBten. 

dies  exist  at  the  Exchange  level  for  the  cuatoanrr 
broker  tor  dishonest  acts  that  the  FCM  doss  not 
cover.  I  aaaure  you,  this  provision  as  it  is  presently  drafted  will 
serve  only  to  vlctinise  our  custoowcs  in  amounte  greater  then  thoaa 
allegedly  uncovered  by  the  federal  Bureau  of  Investigation  and  the 
United  States  Attorney , 


In  conclusion,  I  think  I  can  speak  tor  all  of  us  when  I  say  that  we 
are  in  agreement  with  the  spirit  of  tha  Coomittae's  efforts.  Tha 
integrity  of  our  norkets  is  a  critical  concern  for  all  of  us. 

But  in  all  our  efforts  to  examine,  review,  and  amend,  let  us  not  lose 
sight  of  the  fact  that  our  markets  are  setting  tha  atandard  foe  the 
world.  Tha  liquidity,  efficiency,  and  effectiveness  of  these  maeksts 
is  copied  from  London  to  Singapore,  from  Paris  to  Tokyo. 

Despite  recent  highly  publicized  Ailagationa  and  tha  illumination  of 
weaknaaa,  there  la  little  to  suggest  that  the  systea  failed.  And  I 
caution  tha  cooBlttee  and  tha  industry  to  weigh  each  proposed  change 
very  carefully  against  tha  possibility  that  such  a  change  could 
impede  the  soooth  functioning  of  this  essential  econoaic  institution. 
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AN  OPEN  LETTER 

TO  LINDWALDOCK  CUSTOMERS 

WHAT  HAPPENED 

A  federal  grand  jury  has  IndlcKd 
46lndepenaentcommodnytrader$and  | 
broken  In  iu  Inves(lg8ii(w  oftnding      f 
pactlces  « Che  Board  of  Trade  and  the 
Mercantile  Exchange.  |There  are  owr     1 
UOO  members  on  the  two  exchanges.1  i 
The  aileptlons  sute  thai  trading  rtiles 
were  violated,  that  fraud  was  commit- 
ted and  that  some  customer  orders  3*...,™i:iwm,-L™-JOt. 

(Including  our^)  were  improperly  handled.  Be  assured  that  neither 
LlndWaWoclt  nor  any  of  Its  employees  have  been  Indkted, 
and  we  expect  that  none  will. 
WHERE  WE  STAND 

We  support  any  Investigation  Into  misconduct  In  the  Industry, 
Our  Interests  and  those  ol  our  customers  are,  and  always  have 
been,  inseparable.  We  have  always  vigorously  punued  customer 
complaints,  and  vre  always  will.  We  Intend  la  an  In  your  behalf, 
and  do  whatever  It  takes  to  ensure  that  your  rl^  and  remedies 
are  protected.  ' 

WHAT  WE  WILL  DO 

We  will  investigate  the  circumstances  surrounding  every  transac- 
tion mentioned  In  the  indictments.  We  will  then  pull  the  order 
tickets  tor  these  Itwies,  review  the  tlme-and-sales  reports  and 
noCICy  customers  of  our  flndlngs.  The  Exchan^  have  rules  and 

procedures  to  compel  the  payment  of  mi 

circumstances  whae  It  Is  found  that  ordE 

WHAT  YOU  CAN  DO 

Any  Lind-Wakjockcustomerwhohas  questions  about  the 

invesUptkin  need  only  telephone  his  trading  desk.  Our  Internal 

procedures,  and  the  role  of  the  compliance  dcparunenc,  will  be 

explained  to  you.  Call  us. 


^OD 


UnD-WUDOCK 
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"You've  seen  a  lot 
of  messages  from 
us  over  the  past 
jtwa  nine  years." 


We've  communicated  with  thousands  of  futures  traders  and  market 
watchers  throu^  our  ads  in  Futures  Magazine.  Sometimes  we've 
used  our  advertising  as  a  way  of  speaking  out  on  Issues  that  we  feel 
are  vital  to  our  customers  and  to  our  industry. 

Now,  amid  allegations  that  certain  individuais  have  violated  our 
trust ...  and  yours ...  we  want  to  tell  you  where  we  stand. 

Quite  simply,  we  stand  for  our  customers.  We  earn  our  customers* 
confidence  every  trading  day  through  performance  and  accountability. 
Our  Interests  and  those  of  our  customers  are,  and  always  have  been, 


It's  why  our  customers  stay  with  us  long  term.  It's  why  so  much  of  our 
business  comes  from  customer  referrals.  It's  why  Lind-Waldock  is  the 
number  one  discount  fijtures  brokerage  firm.  Because  that's  the  way 
it^  been  for  all  the  years  we've  been  in  business. 


^- 


Clearing  Member  Principal  Commodiiv  Exchanges 


LinO-WALDOCK 

The  Nation's  Largest  Futures  Discount  Firm 

30  Soutti  VUacker  Driw.  Chicago,  liiinois  60606, 1-800-621-0762 
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BROKER  ASSOCIATIONS 

The  section  of  the  bill  that  deals  with  broker  associations,  I  feel 
is  based  on  the  erroneous  assumption  that  such  Eissociations  are 
uniformly  and  unfailingly  detrimental  to  the  public  interest.  We  do 
not  agree.  Broker  associations  play  a  necessary,  legitimate  and  val- 
uable role  in  the  prompt  filling  of  customer  orders.  Yes,  there  is 
greater  potential  for  abuse,  but  this  remedy  is  inappropriate.  There 
16  nothing  wrong  with  two  members  of  a  broker  association,  where 
each  one  is  filling  a  customer's  order,  doing  that  transaction  with 
each  other.  There  is  no  gain  to  anyone  except  the  customer.  And  if 
that  activity  is  going  to  be  banned,  my  customers  are  going  to 
suffer. 

Even  a  benign  interpretation  of  the  bill  threatens  to  interfere 
with  getting  a  customer's  order  filled  at  the  best  price  in  an  open 
outcry  market.  Competition  will  be  reduced. 

If  the  CFTC  fails  to  come  up  with  an  acceptable  standard,  the 
enactment  of  this  proposed  l^islation  would  have  serious  negative 
consequences  for  the  public  investor. 

LIABILITY  OF  FCM's 

The  section  of  the  bill  dealing  with  FCM  accountability  and  li- 
ability issues  is  the  most  troubling  to  us.  We  do  not  suggest  for  a 
moment  that  we  are  not  responsible  to  our  customers  to  get  their 
orders  filled  fairly  and  f£ist.  We  are  absolutely  responsible  for  just 
that,  emd  we  have  systems  in  place  to  ensure  that  that  occurs.  We 
wUl  fight  for  our  customers  even  over  one  tick,  and  we  do  that 
every  day. 

Yes,  I  am  responsible  for  the  order  that  should  have  been  filled 
but  does  not  get  filled.  That  is  my  duty  as  an  FCM.  But  I  am  not 
responsible  for  the  guy  who  hears  an  80  bid  and  says  to  the  local 
next  to  him  "sell  that '  and  then  fills  my  order  with  that  local  at 
78.  I  cannot  be  responsible  for  that  because  I  cannot  police  that. 

Consider  for  a  moment  the  unreasonable  standard  that  this  bill 
would  impose  on  FCM's.  At  Lind-Waldock,  we  fill  over  3,000  cus- 
tomer orders  every  day.  In  any  given  month,  we  use  over  700  Inde- 
pendent fioor  brokers  on  7  futures  exchanges  nationwide.  It  would 
be  impossible  for  us  to  oversee  the  minute-to-minute  activities  of 
those  hundreds  of  brokers.  Even  if  we  could,  the  costs  of  doing  so 
would  probably  put  us  out  of  business. 

Id  a  matter  of  seconds,  a  market  may  trade  at  three  or  four  dif- 
ferent prices.  A  fill  within  that  range  may  be  legitimate;  it  may 
not  be  legitimate.  Mr.  Chairman,  members  of  the  committee,  I 
have  to  tell  you,  short  of  standing  in  the  pit  beside  my  undercover 
agent,  I  have  no  way  of  detecting  that  irregularity.  Yet,  this  provi- 
sion would  put  my  firm  in  a  position  of  unlimited  liability  for  ac- 
tions that  we  have  no  reeisonable  ability  to  monitor  or  control. 

I  believe  that  one  of  the  statements  that  did  not  clearly  come  out 
yesterday  afternoon  was  that  the  procedure  and  remedy  exists 
today  at  the  exchanges  for  the  customer  against  the  floor  broker 
regetrding  dishonest  acts  that  the  FCM  doesn't  cover,  £md  that  has 
been  used  far  more  often  recently  than  it  had  been  used  before — I 

1  going  back  to  leist  year — and  the  customer  has  been 
mpensed. 
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CONCLUSION 

In  conclusion,  the  intc^ty  of  our  markets  is  a  critical  concern 
for  all  of  us.  A  close  examination  of  our  rules  and  standards  is 
healthy. 

But  in  all  our  eiTorts  to  examine,  review,  and  amend,  let  us  not 
lose  sight  of  the  fact  that  our  meu-kets  are  setting  the  standard  for 
the  world.  The  liquidity,  efficiency  and  effectiveness  of  these  mar- 
kets is  copied  from  London  to  Singapore,  from  Paris  to  Tokyo. 

Despite  recent  highly  publicized  ^^ations,  and  the  illumination 
of  weakness,  there  is  httle  to  suggest  that  the  system  has  failed.  I 
caution  the  committee  to  weigh  each  proposed  change  very  careful- 
ly against  the  possibility  that  it  could  impede  the  smooth  function- 
ing of  this  essential  economic  institution. 

Mr.  Chairmem,  Senators,  I  thank  you  for  the  opportunity  to  eid- 
dress  you  today.  I'd  be  happy  to  answer  any  questions  you  may 
have. 

The  Chairman.  Thank  you  very  much,  Mr.  Lind.  We'll  hold  the 
questions  until  we've  heard  from  Mr.  Wilmouth,  who  now  will  put 
this  all  in  perspective. 

fThe  prepared  statement  and  attachments  of  Mr.  Lind  follow:] 
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The  most  dependable 

message  on  this  page  for  the 

past  nine  years: 


Every  week.  A-hen  you've 
turned  10  rfieFijrures 
Prices  fege.  we  ve  been 
right  here.  TTL-oupi  bull 


:itie 


coming,  goini.jnd 
altogether  cn£.-iging  ot 
quiteafewnrM.  Linil- 
WaldockhiJieenhere 
all  along. 


Mm 


save  while  ihev  uade.  We've 
developed  ompuierized 
speed  for  our  customers' 
orders:  expanded  our  work 
day  to  24  hours  during  the 
ndingweek:  and  designed 
a  complimentary  naoing 
package  especully  for  our 


The  message  is  dear,  you 


remained  virruaJy  the  same;  that  is. 
our  sole  business  is  proviitlng  (uiui«s 
traders  with  e.'septional  brokerage 
services  at  aOordahle  co 


Not  10  say  thai  we  haven't  changed. 
The  past  nine  years  have  seen  our 
btislness  grtw  over]  500%  in  si2e  as 


If  you're  ready  n(w.  call  us  or  send  the 
coupon  behw,  You'D  discover  just  how 
dependable  we  really  aie.  .And.  if  you're 
not  ready  yet.  keep  Ripping  to  this  page, 
well  be  tight  here. 


Barry  Lind,  Chairman 


1-800-621-0762 

Ocirlng  McmMr  Prtnclpil  ConmDdltv  EiLtdrigu 

LIND-WALDOCK 

Th«  NaUDiil  LH9M  FMim  CNMSUM  nrm 
30  South  WKUt  Dn>«  OilcigiL  lUlnM  «0«0« 
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The  most  dependable 

message  on  this  page  for  the 

past  nine  years: 


Ewrvwee.k.v.-nenyoiive               ^ 

save  While  thev  trade  Weve 

turned  [0  ihe  Futum                ^H 

iki 

developed  cotnpuienzed 

Prices  hgi.  we've  been            ^M 

^% 

speed  for  our  customers 

right  here.  Th.-nugh  bull           ^B 

1 

orders  expanded  outwork 

markea  and  t*ir.  ihe               ■F 

7   » 

day  to  24  hours  dunng  the 

coming. gomi.and                  ^»  J 

netting  week  and  designed 

alwgether  chi.-mn?of                 ^'j 

quiteafewl^ms.Uiid-         .^ffm 

J  s 

package  especially  for  our 

Waldockhas^eenhere       ^^L7 

»  aH 

newcustomei^ 

ali^ong.                             ^^ 

ilB 

The  message  IS  clear  you 

And  in  all  itiew  vears,  our  message  has 

can  depend  on  Lind  WaldocL  That  s  why 

remained  virrjsJy  ihe  same:  thai  is. 

we're  Ametias  largest  discount  fitm. 

our  sole  business  is  praviding  fucures 

traders  with  exceptional  broketage 

Ifyou'rereadyncw.caJusorsendthe 

coupon  below.  You"!!  discover  just  how 

dependable  vrt  really  *re..*nd.ifv«i 're 

Not  to  sw  that  we  haven't  changed. 

not  ready  yet,  keep  Ripping  to  this  page. 

The  past  nine  >-eai^  have  seen  our 

we-UberlS«here. 

business  gnw  over  1 500%  in  size  as 

^'^ 

■  r. 

Barry  Lind,  Chairman 

'pimnMrntneMtMOuaMnliinuSoir* 

1-800-621-0762 

Otinni  MfnStr  Pnnclcil  Ccmmoain  Euruiit« 

nr. 

"  LinO-WALDOCK 

~      TIM  FtMtonl  Lvgnt  Futuna  Otomum  Flmi 

■  ^ 

■  ■■■■■ 
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TUESDAY   MAY  2,  1B89 


Individual  investors  speak  out 

on  the  futures  Industry, 


and  LlndWaldock 


I    RESUm  OF  THE  LINDWALOOCK  TRADERS'  SURVEY:   | 

Iht  liHMtDi  ud  IMM  our  paiflHuncI  a  Ehttr  brolLCFW  rirai.  lb 
fliM  Dm,  41  tuntyad  0nr  Dim  of  our  Acnvt  cvtramMi.  Of  m*  iM 

"KBSoiM.im 
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LiriD-WALDOCK  &  COMFAn  Y 


DearFuniKsTialci: 

Enclosed  aie  the  riuIb  of  a  survey  we  believe  yoti  ihould  know  about 

Und-Waldock  lecemly  polkil  appnndmately  one  ihiid  of  om  aiaive.cuitonieii  with  the  goal 
of  leaniing  a  linle  somediing  about  both  ois  fimi  md  the  ^tum  nduxiy  fam  the  people 
we  regard  as  the  not  expens  -  our  customer.  We  ukcd  diica  quesdoiu  and  invited  ibeir 
id  suggssiions  in  Iwo  key  aicu. 


mighl  best  irapiove  our  overall  level  of  service. 


A  full  20%  of  those  jurveyed  responded,  and  we  were  surprised  and  delighted  by  their 
candoc.  Frankly,  we  arc  pioud  of  what  our  customers  had  to  iiy,  not  only  about  Lind- 
Waldock.  but  about  the  funires  industry  as  well. 
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InvMtigatlon  of  «m  Futma  Industry 


Survey  Totals 

Sera:  4,353 
HocowwJ:  1.142  (26%) 
Ttwouiyi  Aprl  18. 19B9 


YM-iogg^eK)    no -11(1%) 


WhM  Is  your  aouresC*)  tor  fc^unmiuii  o 


W8l  Street  Jovnal  ^^^^^^^^^^^^^^^M 

Word  01  mouth  1M  118 

New  York  TlmeB  ^^^B   U1 

CWmt  ^^^■^■254 

Ars  you  lolowing  inmw  reports  o(  thSM  mvasttoatlons? 
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Hm  tha  invMtlgitlon  chanQad  tha  way  you  trada? 


H  'Yn.-  check  wtuch  gi 


beat  datcrtiM  your  cunwn  aHuatlon. 
^l^H  88(6%) 


Trading  lass 
Taking  a  wait-and-  sae  atuiuda 

Stoppad  tfadtag 

Changed  tha  typ*  of  ordara  I  placa      

Other     ^^■32(3%) 


\iiSSL 


M  op«n  outcry  ayatam  In 


7.        Do  you  mnk  Iha  aMMngaa  do  a  aatfafactory  ]ob  ol  poNehg  Ihamaatwa'? 


It  'No',  ahoiid  there  be  mora  govamman  regiMon? 
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Do  you  (Ml  IMI  M  ycwr  broMraga  ami,  UmMMdock  looks  out  lor  yaw  ban 


Pofoofui  Trofflng  usmiiMaofi 


2S1  (2S%) 
208(27%) 


How  long  hawayou  b 

<3  53B(52%} 

34  2B3(27%} 

S«  129  (12%) 

>E  90(9%) 


435(42%) 
335(33%) 
2eO(2S%) 
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Ctynpatenca      Saemty       Commission     Courtesy     ConfjrmgtiQria 


274(30%) 

195  (21%) 

328(35% 

70  (  8%) 

45  (  5%) 

40  (  4%) 

31B  (34%) 

227(24%) 

96(10%) 

ITS  (19%) 

196  (21%) 

121   14% 

220  24%) 

66  (  7% 

146  (16%) 

94(10%) 

189(20%) 

123  13% 

185  20%) 

152  (16% 

176  (19%) 

42  {  5%) 

_2ii_m 

12  f  m 

milS3U 

132  04%) 

Haw  you  tradad  with  any  futurM  flnn(«)  bMMM  UndJWaldock? 


Account  Number  (optkxisi);  . 


)n  the  InvestlgaDons, 


659  gam  addWonal  comments  (5B%) 
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On  News  Reports  of  the  Investigations: 


vehick  ta  aanifif  risk --- SiHa  afdrcemtia  of  BE^angt  lules  aj  iiJtIl  as  a  men  info'ttuil  pubiic  as  lo  ilie 
tctofthtfiitunsvuluslryiitouidrtduaOudanastfvtlhgmduioyit^becomtait^Aippuigbf^fariht 


On  Open  Outcry  Trading: 


On  Dual  Trading: 


On  Und-Waldock: 


Thuak  you  for  being  a  vtry  good  brviitr  PfB  btfoff  t/u 
^AUiough  the  mttstigpiwns  Aow  fui^aaud  my  ialpr 
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Barry  J.  Und 
Cbainnan,  Lind-Waldock  &  Co. 


From  his  eailiesi  days  of  membership.  Mr.  Lind  has  been  active  as  both  a  trader  and  a  leader 
of  the  Chicago  Mercantile  Exchange  (CNCE).  In  197(X  he  wai  elected  lo  the  first  of  five,  cwo- 
ycar  leims  an  the  CME's  Board  of  Govemon.  During  that  time,  he  served  as  Vice  Chairman 
and  Treasurer  of  the  Board  of  Governors:  Chairman  of  the  Exchange's  Clearing  House 
Committee:  and  Chairman  of  the  Finance  Committee.  He  was  instrumental  in  the  creation  of 
Ibe  Intemaltonal  Moneiaiy  Market,  the  fonnalioa  of  its  Gearing  House  and  the  rules  thereof. 
Mr.  Lind  then  served  as  its  Vice  CbairmaiL 

Most  recently.  Mr.  lind  has  served  on  the  CME  Business  Conduct  Conunittee.  on  the  CME 
Financial  Instrumenu  Steering  Committee,  and  on  the  CNCE  Strategic  Platming  Committee. 
He  also  served  on  the  Exchange's  Eipansioii  Committee  which  developed  the  member  rights 
program.   He  is  advisor  to  the  CME  Clearing  House  Committee  and  is  a  member  of  Ibe 
Singapore  Steering  Commiiiee.   Since  tbc  inception  of  the  Commodity  Futures.  Trading 
Commission  (CFTC).  he  has  served  as  Chairman  on  a  CME  special  committee  addressing  the 
CFTCs  capital  requirements  for  Gearing  Member  firms. 

Mr.  Lind'j  leadership  roles  within  the  industry  also  include  serving  on  the  Finance  Conunittee 
of  the  National  Futures  Assodatioo  (NFA).  and  he  has  been  on  its  Board  of  Directors  since  its 
inception.   In  addition,  be  chaired  a  special  committee  to  deal  wiib  the  CFTCs  proposal  on 
minute-to-minute  time  stamping  with  the  intent  of  maldng  the  system  more  equitable  for 

lers.  This  step  led  to  tbe  development  of  Computer  Trade  Reconciliation  (CTR).   Mr. 

Iso  serves  on  the  Financial  Products  Advisory  Commiiiee  (FPAC),  which  is  the  only 

■y  committee  to  the  CFTC 


Bany  Und  is  Chairman  and  the  largest  stockholder  of  Und-Waldock  &  Company,  a  Clearing 
Member  firm  at  the  CME  since  196S.   His  firm  currently  holds  roughly  S220  million  in 
customer  segregated  funds  and  has  in  excess  of  500  employees.   Lind-Waldoclc's  business  stems 
mainly  from  its  position  as  the  largest  retail,  discount  5na  of  any  non-broker-dealer.  Tlie  firm 
also  provides  clearing  services  for  professional  floor  traders  and  opeiaiei  a  fost'^rowing 
institutional  division. 

Mr,  Lind  has  authored  many  articles,  including  a  section  on  fiitures  trading  for  Encyclopaedia 
Brilaimica.   He  has  also  been  the  subject  of  features  in  such  publications  as  Forbts,  Buiinas 
Week  and  IniiuuHonal  Invenor.  His  booklet.  'Method  Trading,'  also  has  gained  great 
popularity  among  public  and  professional  traders. 
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UND-WALOOCK  ft  COMPANY 


Lind-Waldock  &.  Company  is  ibe  largest  ftitures  discount  Gnu  in  the  Umted  Slates  and 
ranks  in  the  top  twenty  of  all  futuies  mding  firms  in  lenns  of  customer  funds  on 

In  1965,  Bairy  J.  lind,  a  professional  floor  trader,  est^riisbed  tbe  broicerage  firm  now 
known  as  Lind-Waldock.  Initially  designed  as  a  full-commission,  retail  firm,  Lind 
restructured  the  conqiany's  operations  in  1980  to  become  tbe  ^tures  industtys  fini 
discount  commodity  brokerage  finn.   F.liminiiting  tbe  customer  broker-middleman  who 
provided  advice  and  research,  Lind  concentrated  on  customer  order  execution  and  was 
able  to  cut  commission  diarges  by  50%  -  S0%. 

Tbe  streamlined  system  has  customers  calling  for  order  placing  and  quotes  directly  to 
LJnd-Waldodc's  24-bour  Trading  Center  at  tbe  firm's  headquaiteis  in  Cbicago.  There 
[hey  aie  assigned  to  a  trading  desk  of  five  or  six  order  specialists  who  assist  tbem  in 
order  placement  and  give  tbem  instant  price  quotes.   The  system  is  designed  to  expedite 
service  while  dealing  with  people  familiar  with  the  customer's  account;  to  provide  fast, 
accurate  execution  and  clearing  services  without  offering  market  opinion. 

To  accommodate  its  large  customer  base  (approximately  13,000  active  customers)  and  to 
enbance  speed,  Lind-Waldock  developed  its  computerized  order  entiy  system.  Order 
E]q>ress.   Tbe  system  transmits  most  customer  orders  in  U  secoiuls  from  a  centralized 
location  to  one  of  22  Lind-Waldock  floor  desk  locations  nearest  to  the  trading  pit  for 
execution. 

Customer  transactions  are  then  processed  by  tbe  firm's  24-hour-a-day  back  office 
operation.   Each  customer's  account  is  immediately  updated  10  reflect  fill  information, 
transactions  and  open  positions,  and  customers  receive  daily  and  monthly  activity 
Statements.   Lind-Waldock  dears  approximately  30,000  futures  and  options  contracts  per 
day  for  its  cuslomen. 

Under  the  discount  concept,  Lind-Waldock  has  nearly  quadrupled  in  size  in  tbe  lasi  five 
years  alone;  &i>m  S80  million  in  customer  deposits  in  1984  to  over  S220  miUion  today, 
giving  Lind-Waldock  an  estimated  60%  of  the  discount  futures  mariKt   The  firm 
employs  over  500  employees,  induding  an  operations  and  floor  staff  of  35  people  in  New 
York  City. 

Lind-Waldock  is  a  registered  Futures  Commission  Merchant  (FCM)  and  a  clearing 
member  of  seven  major  U.S.  commodity  exchanges;  the  C3iicago  Board  of  Trade 
<CBOT),  the  Chicago  Mercantile  Exchange  (CME).  tbe  Commodity  Exchange,  Inc. 
(COMEX),  the  New  York  Coffee,  Sugar  and  Cocoa  Exchange  (NYCSCE),  the  New 
York  Cotton  Exchange  (NYCTE),  the  New  York  Futures  Exchange  (NYFE)  and  the 
New  York  Mercantile  Exchange  (NYME). 
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STATEMENT  OF  ROBERT  K.  WILMOUTH.  PRESIDENT.  NATIONAL 
FUTURES  ASSOCIATION,  CHICAGO,  IL 
Mr.  WiLMOUTH.  Thank  you.  Chairman  Leahy,  Senators  Li^ar 
and  Boscbwitz. 

INTRODUCnON 

My  name  is  Robert  K.  WUmouth  euid  I  am  the  president  of  Na- 
tional Futures  Association  (NFA). 

Afi  I  think  all  of  you  know,  our  primaiy  responsibility  is  to  pro- 
tect the  investing  public  in  the  futures  industry,  with  certain  desig- 
nated assigned  responsibilities — registration  of  all  commodity  pro- 
fessionals and  firms;  we  perform  financial  emd  sales  practice  com- 
pliance audits,  and  we  also  ofTer  an  arbitration  emd  an  education 
service. 

I  would  like  to  comment  very  briefly  on  several  issues  in  the  1^- 
islation  which  directly  impact  NFA. 


First,  we  strongly  support  the  proposed  amendments  deeding 
with  registration  fitness  standards.  It  is  our  view  that  the  proposed 
amendments  to  the  disqualification  provisions  of  the  act  will 
strengthen  the  fitness  standards  of  the  futures  industry,  promote 
fairness  and  uniformity  of  treatment,  and  further  serve  to  streeim- 
line  and  simplify  the  registration  disqueilification  procedures. 

The  entire  futures  industry,  I  believe,  ceui  be  justly  proud  that  its 
sales  practice  regulations  are  eilreedy  second  to  none  in  their  com- 
prehensiveness and  their  effectiveneas. 

TELEHABKBTtNG  PROVISION  OF  THE  BILL 

The  telemarketing  provision  of  the  bill  would  provide  further 
help  to  enable  NFA  to  pinpoint  those  firms  which  need  to  adopt 
enhanced  telemtirketing  supervisory  procedures,  such  as  the  pro- 
posed 3-day  cooling  off  period  to  meet  a  diligent  supervision  stand- 
ard. 

STRONGLY  SUPPORT  THE  PROPOSED  CHANGB^TO  SECTKHV  lT(iX4>OF  THS 
ACT 

We  Etlso  strongly  support  the  proposed  change  to  section  17(iX4) 
of  the  act.  The  proposed  change  would  ensure  that  any  CFTC  order 
reducing  a  sanction  imposed  by  NFA  could  be  reviewed  in  court 
and  would  provide  the  public  with  the  same  protection  afforded  the 
alleged  rule  violator. 

Mr.  BoscHwrrz.  Pardon  me.  Bob.  You  are  not  foUowii^  the  writ- 
ten statement. 

Mr.  WiLMOUTH.  No.  I  am  just  trj^i^  to  sj^nopsize  my  written 
comments,  which  are  about  30  pages,  in  a  few  moments. 

Mr.  BoscHwrra.  Fine. 

SERVICE  CHARGES 

Mr.  WiLMOUTH.  On  the  subject  of  service  charges,  we  believe,  as 
yesterday's  testimony  reveeded,  that  there  needs  to  be  some  furUier 
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clarificatioo  in  the  ana.  bearing  in  mind  two  Uuiisk.  First  cf  all, 
the  trading  pobbc  abeadv  faniik  apisaxnat^  80  puctat  of 
NPA's  bndigec  of  :Q6  miUnn  a  jicar  thrtm^  afiBessment  fees.  I 
would  also  mnind  the  coouninee  that  the  eacchange  maajbars  are 
bearing  an  enarmotE  burdm  in  teams  of  picking  up  all  of  the  coGts 
that  are  sang  to  be  a^ociated  with  ezpkring  new  tecfanolog;^. 

FUBUC  RSnuSCNTATK»(  OH  OUK  BO&BD  OT  OOtBCTOaS 

With  resiwct  to  pobbc  representaticn  on  our  board  of  directovs. 
NFA  has  alwa^  recognized  the  valusble  perspectine  which  cones 
&om  ootside  represmtatives.  In  aU,  8  of  the  42  seats  on  our  board, 
or  roughly  19  parent,  are  set  aside  for  posons  wfao  are  not  regis- 
tered in  any  capacity  under  the  act  and  who  are  not  regulated  hr 
NFA. 

The  language  of  the  moposed  amendment  would  require  at  least 
20  percrot  of  our  board  to  constst  of  "oonotembers."  Because  com- 
mercial firms  and  commncial  banks,  ahfaoa^  not  subject  to  f^A 
regulatttxi.  may  be  mnnbers  of  NFA,  we  wwiM  suggest  a  simple 
kind  of  technical  amendment  that  changes  the  proposed  language 
of  the  bill  from  '"noDmembers"  to  '"individuals  not  sul^ect  to  regu- 
lation by  the  as&ociati<xi".  We  think  that  would  more  accurat^y  re- 
flect our  membership  structure  and  be  foithful  to  the  coomiittee's 
intent  in  terms  of  forming  the  bilL 


One  final  note,  Mr.  Chairman,  if  I  may  take  jnu  up  on  your  invi- 
tation to  make  oranments  on  other  remarks  that  have  been  made.  1 
would  like  to  jost  very  briefly  comment  on  the  oheervatiops  of  my 
good  fiiend  Senator  Tom  E^agietcm,  whom  I  bold  in  a  great  deal  of 
afiectioo  and  admiration.  I  recently  served  as  an  advisa-  to  Ae 
CME  ^lecial  Committee  <mi  Trading  Floor  PracticeB,  on  wfaidi  Seo- 
ator  Ea^etaa  served  as  a  member.  I  disagree  with  acvciai  of  his 
observatMXis,  particularly  those  regarding  the  sdf-r^olatoty  pmc- 
ess  and  open  outcry. 

Contrary  to  Senator  Eagleton's  statement,  no  one  has  evo'  sug- 
gested that  self-regulation  is,  in  his  words,  the  be-  all  and  the  end- 
all  of  r^ulaticHi.  For  over  140  years,  self-r^ulatkn  has  provided 
an  eSTective  first  line  of  defense  against  unethical  bosinefis  conduct. 
Self-r^ulatkm  works  because  I  tUnk  businessmoi  in  this  bosinefis 
recognize  that  it  is  in  their  best  interest  to  police  thanadvcs,  «i*H  I 
t><inlt  the  events  of  the  past  few  mcmths  have  vexy  clearly  brou^it 
that  to  the  for^ont  I  also  tiiink  that  the  United  States'  »«mJMMa.f 
on  self-regulatioD  with  strong  overraght  from  a  strmg  Oommodity 
Futures  Trading  Commission  is  being  copied  b?  faragn  jurisdic- 
tions, and  it  should  not  be  rejected  or  shat^led  as  the  result  td  a 
relative  handful  of  individuals  who  have  bnAen  some  of  the  rules. 


Finally,  based  upon  my  5  years'  experience  as  pnsdexA  of  the 
Chicago  Board  of  Trade  and  another  7  years  as  i»esident  of  the 
self-r^ulatory  body,  NFA,  It  is  my  personal  opinion  that  audit 
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trails,  open  outcry,  and  electronic  treuling  are  not  incompatible. 
They  cfui  all  be  worked  together.  And  I  think  that  this  industry 
has  the  talent;  I  think  we  have  the  financial  resources,  and  more 
importantly,  I  believe  very  strongly  that  this  industiy  has  the 
desire  to  preserve  the  integrity  of  the  futures  market.  I  believe  we 
will  succeed,  with  your  help. 

Thank  you.  Senator. 

[The  prepared  statement  and  appendix  to  testimony  of  Mr.  Wil- 
mouth  follow:] 
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TESTIHONY  OF  ROBERT  K.  WILKOUTH 

FRESIDERT 

NATIONAL  FUTURES  ASSOCIATION 

BEFORE  THE  SENATE  COHHITTEE  OH 

AGRICULTURE,  NUTRITION  AND  FORESTRY 

RE:  S.  1729 


■Iccee,  Ladles 


I.    INTRODUCT^Qf 

Ky  nane  is  Robert  K.  Wilw>uth  and  I  an  the  President 
of  National  Futures  Asaoclstion.   HFA  welcoiMs  thia  opportunity  Co 
present  Its  views  on  the  proposed  legislation  pending  before  this 
Coaalttee.   The  issues  involved  ace  both  coiiplex  and  inportant. 
Congress  must  once  again  perfora  a  difficult  balancing  act.   On 
the  one  hand,  Congress  mist  provide  sufficient  regulation  to 
enaure  the  falmeas  of  and  public  confidence  in  U.S.  futures 
markets.   On  the  other  hand,  Congress  must  avoid  unduly  burdensome 
regulations  which  could  impair  the  efficiency  and  usefulness  of 
Chose  markets  and  erode  the  position  of  U.S.  markets  in  an  ever- 
more competitive  global  narketplace. 

From  Its  unique  position  In  the  regulatory  structure 
of  the  Industry,  NFA  may  have  a  somewhat  different  perspective 
than  aome  of  those  who  will  testify  before  you.  As  envisioned  by 
Congress  snd  implemented  by  our  Board,  NFA  was  never  intended  to 
duplicate,  and  has  not  duplicated,  the  regulatory  efforts  of  the 
exchanges.  NFA'a  authority,  therefore,  focuses  not  on  exchange 
trading  floors,  but  on  all  other  aspects  of  its  Hembers'  dealings 
with  the  public.   NFA's  primary  responsibilities  include: 

■  developing  and  enforcing  customer  protection  rules  to 
ensure  that  Hembers  observe  the  highest  possible 
ethical  standards  In  their  business  and  sales  prac- 
tices : 

■  preventing  unethical  firms  and  Individuals  from  enter- 
ing the  industry  by  performing  the  registration  func- 
tion on  behalf  of  the  CoNnlsslon; 

■  protecting  customers  by  educating  them  about  the 
futures  markets  and  their  risks  so  that  customers  can 
make  fully  informed  Investment  decisions;  and 

■  providing  customers  with  an  arbitration  forum  which 
provides  a  fair,  prompt  and  Inexpensive  meana  of 
resolving  disputes. 
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NFA's  accomplishments  in  each  o£  these  areas  since  Che 
last  reauthorization  have' been  detailed  In  a  lengthy  report  we 
have  previously  provided  fa- each  oC  .you.   The  Executive  Summary  of 
that  reporc.  la  attached  to  tty  written  aubmlsslon. 

Certain  of  the  proposed  amendments  to  the  Act  that  you 

are  considering  would  dliectly  impact  NFA  in  carrying  out  our 
regulatory  Responsibilities    I  would  like  to  comment  on  those 

dealing  with  may  not  directly  Impact  NFA  but  could  have  a  profound 
impact  on  the  futures  industry.   On  those  issues  KFA  Is  a  very 
interested  bystander  and  I  would  offer  more  general  obaervatlona 
on  those  points . 


II.   REGISTRATION  REOUIREMEHTS 

One  of  the  beat  ways  to  protect  the  public  from 
unscrupulous  firms  and  Individuals  is  to  keep  those  people  out  of 
the  Industry  In  the  first  place   That  Is  the  job  that  NFA  has 
been  handling  since  October  1,  19B5   when  it  assumed  responsl 
blllty  for  denying,  revoking,  restricting  or  conditioning  reg- 
istration for  all  categories  except  floor  brokers  and  leverage 
transaction  merchants   NFA  has  done  that  Job  by  applying  the  two- 
tiered  system  of  disqualifications  from  registration  which  Con- 
gress established  In  1982.   Sections  Sa(2  and  8a  3  of  the  Act 
have  proved  to  be  effective  tools  In  maintaining  the  high  fitness 
standards  of  the  futures  industry,  but  NFA  agrees  with  the  Commit- 
tee that  those  provisions  can  be  fine-tuned  and  Improved.   NFA 
strongly  supports  the  proposed  amendments. 

In  general,  the  proposed  amendments  will  tighten  the 
fitness  standards  of  the  futures  Industry   At  the  same  time,  the 
suggested  amendments  retain  the  critical  distinction  between  the 
more  egregious  disqualifications  aet  forth  In  Section  8a(2)  of  the 
Act  and  the  less  serious  disqualifications  set  forth  In  Section 
8a(3)  of  the  Act. 

The  proposed  amendments  would  also  codify  certain  of 

the  Commission's  and  NFA's  prior  interpretations  of  the  existing 
disqualification  provisions  and  would  resolve  certain  ambiguities 
in  the  Act  which  NFA  has  encountered  over  the  past  few  years. 

To  summarize,  it  is  NFA's  view  that  the  proposed 
amendments  to  the  disqualification  provisions  of  the  Act  will 
strengthen  the  fitness  standards  of  the  futures  industry,  promote 
fairness  and  uniformity  of  treatment  among  .Similarly  situated 
applicants  end  registrants  and  further  serve  to  streamline  and 
simplify  registration  disqualification  proceedings.   A  more 
detailed  analysis  of  NFA's  support  of  the  proposed  a 
set  forth  below. 
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Section  Bflf2)fClfm  of  th«  Act 

At  the  present.  Section  8a(2)(C)(li)  of  the  Act  pro- 
vides. In  pertinent  part,  that  a  person  la  disquallflBd  froii 
registration  If  he  Is  permanently  or  tenporarlly  enjoined 
from  "engaging  In  or  continuing  any  activity  Involving  any 
transaction  In  or  advice  concerning  contracts  of  sale  of  a 
commodity  for  future  delivery   or  concerning  Becuritiea.' 
UFA  favors  the  proposed  amendmentfi  to  this  provision  which 
encompass  Che  most  serious  types  of  injunctions  regardless 
of  whether  such  injunctions  Involve  futures  or  securities 
such  as  those  involving  theft,  fraud,  fraudulent  conversion, 
mifappropriaCion  of  fund),  securities  or  property  and  false 
pretenses . 

Section  8a(21(D>  of  the  Act 

At  present,  Section  8a(2)(D)  of  the  Act  provides  that 
certain  types  of  serious  felony  conviction*  within  the  laist 
ten  yeans  qualify  as  disqualifications  from  registration. 
NFA  favors  amending  Section  8a  2)(D)(lv)  of  the  Act  to 
include  serious  felony  offenses  under  other  sections  of 
titles  18  and  26  of  the  United  States  Code.   Virtually  every 
criminal  federal  case  Involving  commodltleB  or  securities 
Includes  violations  of  one  or  more  of  the  following  federal 
crlninal  statutes  which  are  not  currently  Included  in 
Section  8aC2)(D){iv)  of  the  Act: 

1)    18  U.S.( 

Z)    26  U.S.C 

fraud) ; 

3)  18  U.S.C.  5  1503  (obstruction  of  Justice); 

4)  18  U.S.C.  S  1623  (perjury); 

5)  18  U.S.C.  §  23U  (interstate  transportation  of  stolen 

property) ;  and 

6)  18  U.S.C.  S§  1961-1963  (racketeering). 


NFA  contemplates  that  Section  8a(2)(D)(lv)  will  be  sig- 
nificantly strengthened  if  these  serious  felony  convictions 
are  added  to  the  list  of  disqualifying  offenses. 

Section  aa(2UE1  of  the  Act 

Section  8a(2)(E)  of  the  Act  currently  disqualifies 
persons  who  have  been  found  to  have  violated  certain  serious 
provisions  of  a  Tiuiobel'  of  specified  federal  and  state 
statutes  and  the   regulations  rules  or  orders  thereunder. 
The  Comjnission  has  indicated  In  an  interpretive  notice  that, 
aa  currently  drafted  Section  8a(2)(E)  may  be  interpreted  to 
authorize  the  Coraraission  to  affect  the  registration  of  A 
person  subject  to  findings  described  in  such  Section  which 
are  made  in  a  proceeding  Initiated  by  a  private  party  either 
in  a  court  of  law  or  In  a  reparations  matter.   The  Commls- 
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slon  has  Indicated,  however,  that  such  private  litigation  Is 
intended  primarily  to  provide  restitution  to  the  custoner 
and  is  not  Intended  to  be  punitive  In  nature.   Thus,  the 
Connlssion  has  decided  that  It  Duy  be  Inappropriate  to  use 
findings  in  such  proceedings  to  affect  the  registration  of 
any  person  under  Section  Sa  2)(E)  of  the  Act   Houever,  the 
Connission  has  made  it  clear  that  auch  findings  nay  be  used 
to  initiate  a  disquallf icatlon  proceeding  under  Section 
8aC3)(M)  of  the  Act   See  Appendix  A  to  Part  3  of  the 
Connlssion  Regulations,  1  Cora.  Fut.  L.  Rep.  52220L  at  2346 
(1984). 

NFA  supports  the  proposed  anendments  to  Section 

Ba(2)(E)  which  would  codify  Che  Commisslon'B  Interpretive 
statement  on  this  Section   The  proposed  amendraents  restrict 
this  Section's  applicability  to  administrative  proceedings 
brought  by  the  Commission  or  any  federal  state  or  other 
governnental  body.  NfA  also  supports  amending  Section 
aa(2)(E)  to  include  violations  of  the  Racketeer  Influenced 
and  Corrupt  Organizations  Act  ("RICO").   NFA  shares  the 
Cooimittee  s  view  that  violations  of  BtCO  are  as  serious.  If 
not  a6re  so,  than  certain  of  the  violations  of  the  statutes 
currently  enunerated  In  Section  Bb(2)(E}. 

Section  BafiWG^  of  the  Act 

Section  Ba(2)(G}  of  the  Act  disqualifies  froB  reg- 
istration any  person  who  willfully  isakea  any  false  or 
misleading  statement  or  ooitted  to  state  any  naterlal  fact 
in  his  registration  application  with  respect  to  natters  set 
forth  In  Sections  Ba  2  (A)  through  (F)  of  the  Act.   KFA 
supports  the  proposed  amendments  to  this  Section  which  would 
disqualify  any  person  who  makes  any  willful  material  omis- 
sion or  misleading  statement  concerning  any  disqualification 
under  either  Section  Bfl(2)  or  Section  Ba(3)  of  the  Act. 

It  Is  well-established  that  HPA's  fitness  determina- 
tions depend.  In  part,  on  full  disclosure  of  all  material 
information    NFA  agrees  that  It  is  highly  Inappropriate  to 
allow  an  applicant  to  obtain  a  temporary  license  or  for  a 
registrant  to  remain  reglatered,  who  has  failed  to  disclose 
the  fact  that  he  nay  be  subject  to  a  statutory  disqualifica- 
tion.  The  Inappropriateness  of  allowing  a  deceptive  person 
to  obtain  or  retain  registration  does  not  lessen  because  he 
nay  be  subject  Co  a  Section  Sa  3)  rather  than  a  Section 
8a(2)  dls<iualificatlon.   NFA  balleVes  that  Congrass  can 
-underscore  the  importance  of  full  disclosure  on  registration 
applications  and  amendments  thereto  by  adopting  the  proposed 

HFA  also  supports  Che  proposed  amendments  which  aaka 
it  clear  that  omissions  and  misleading  staCaaencs  in  updates 
Co  registration  applications  will  disqualify  a  person  from 
reglstraCion. 
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Section  Baf3)(D)  of  the  Act 

Section  Ba(3)(D)  of  the  Act  dlsqualiELes  £roB  reg- 
latratton  persons  convicted  of  felonies  Other  than  Che  type 
specified  In  Section  Sa  2)(D)  of  the  Act  within  ten  years  of 
filing  a  regisCraClon  application,  as  Hell  as  persons 
convicted  of  Section  8a(2)(D)  type  felonies  more  than  ten 
years  preceding  the  filing  of  an  application. 

NFA  favors  amending  Section  Sa(3)(D)  to  Include  not 
only  situations  uhere  a  person  has  actually  been  convicted 
of  a  felony  but  also  those  instances  vrtiere  a  person  pleads 
^llty  to  such  offense,  even  though  not  fomally  convicted. 

In  August  198B,  HFA  adopted  the  policy  of  initiating  « 

disqualification  acCLon  under  Che  "other  good  cause'  provi- 
sion of  Section  8a(3){M)  against  persons  who  pleaded  guilty 
to  a  felony  although  adjudication  ^fls  withheld  NFA  Insti- 
tuted this  policy  because  ll:  deCermlned  that  a  person  who 
pleaded  guilty  to  a  felony  may  be  unfit  to  be  registered, 
regardless  of  whether  or  not  he  was  formally  convicted.  KFA 
Vas  concerned  that  such  person  S  treatment  under  the  Act  not 
be  contingent  upon  the  vagaries  of  particular  scaces'  laws. 

The  proposed  aaendnent  to  Section  8a(3)(D)  will  codify 
NFA's  practice  of  Inlrlatlng  disqualification  proceedings 
against  persons  uho  have  pleaded  guilty  to  a  felony  offense 
even  though  they  have  not  been  fornally  convicted.   HFA 
expects  that  the  proposed  amendnient  will  have  the  effect  of 
proaotlng  uniformity  of  treatment  among  similarly  situated 
persona. 

NFA  also  supports  the  Comlctee's  proposal  to 
eliminate  the  ten-year  limit  on  felony  convictions  other 
than  the  type  specified  in  Section  83(2)  of  the  Act 
Currently   in  appropriate  Cases   NFA  initiates  actions 
against  persons  who  have  been  convicted  of  felonies  other 
than  the  type  specified  in  Section  8a<!)  nore  than  ten  years 
ago,  under  the  'other  good  cause'  provision  of  Section 
8a(3}(H)  of  the  Act.   NFA  agrees  with  the  Conlttee  that  a 
person's  felony  conviction,  regardless  o£  Its  age,  bears 
directly  on  a  person's  fitness  for  registration  and  there- 
fore favors  eliminaclng  the  ten-year  limit  contained  In 
Section  Ba(3)(D). 

NFA  recognizes  that  the  prestmptlon  of  unfitness 
arising  from  such  d  conviction  or  guilty  plea  may  well  b« 
less  than  that  arising  from  a  more  recent  conviction 
Moreover,  it  nay  very  well  be  that  a  person  with  An  older 
felony  conviction  ot  guilty  plea  may  be  able  to  present  more 
substantial  rehabilitation  evidence  than  someone  who  had 
pleaded  guilty  or  hsd  been  convicted  of  a  felony  nore 
recently.   However,  It  is  NFA's  view  that  these  factors 
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crlninal  charges  of  felonious  conduct,  or  who  have  ba«n 

convicted  In  a  state  couft  of  In  a   foreign  court  of  conduct 
which  would  constitute  a  felony  under  federal  law  If  the 
offense  has  been  coimLltted  under  federal  jurisdiction.   NFA 
supports  the  proposed  amendment  Co  Section  8a  1  (H)  which 
would  broaden  this  provision  to  enconpaaa  convictions  in 
United  States  nilltacy  courts  of  offenses  regarded  as 
felonies  under  federal  Law. 

It  has  been  NFA's  experience  that  United  States  dIII- 
tary  courts,  like  certain  state  and  foreign  courts,  do  not 
always  explicitly  distln;^uish  between  felony  and  Disdanieanor 
offenses.   Thus,  It  seeoB  appropriate  to  include  a  reference 
to  such  courts  in  Section  Sa(3)(H)  of  the  Act. 

In  the  past,  NFA  has  Initiated  under  the  'other  good 
cause'  provision  of  Section  &a   3><H>  of  the  Act,  an  action 
against  a  person  who  was  convicted  in  a  United  States 
military  court  of  an  offense  which  would  be  considered  a 
felony  under  federal  law.   The  proposed  amendnent  would 
codify  NFA'*  practice  In  this  regard. 

Section  Ba(3)fJ>  of  the  Act 

Section  8a(3)(J}  of  the  Act  currently  disqualifies 
froB  registration  persons  who  are  subject  to  an  outstanding 
order  denying,  suspending,  or  expelling  such  person  fron 
caenbership  in  a  contract  market  a   registered  futures 
association,  or  any  other  aelE-regulatory  organization 

"SRO"  ,  or  barring  or  suspending  such  person  from  being 
associated  with  any  nember  or  members  of  such  contract 
market,  registered  futures  association  or  SRO. 

NFA  favors  amending  Section  ea(3)(J}  of  the  Act  to 

Include  aa  disqualifications  from  registration  denials 
bars  suspensions  and  expulsions  from  foreign  regulatory 
organizations  which  the  Commission  has  recognized  as  having 
.a  comparable  regulatory  program  to  that  of  the  Coramlsalon's. 
The  proposed  amendment  will  prevent  perfiona  who  have  been 
severely  sanctioned  by  foreign  regulatory  bodiss  fc«l 
obtaining  registration  under  the  Act. 

1  have  Just  one  final  point  regarding  registration. 
If  Congress  decides  to  require  the  registration  of  floor  traders, 
I  can  assure  you  that  NFA  would  be  capable  of  assuming  that  pro- 
cessing function  If  requested  to  do  so. 


III.   TELEMARKETIHG  FRAUD 

No  Job  Is  more  important  to  NFA  than  the  prevention  of 
deceptive  sales  practices  by  NFA  Hembers,  and  that  is  precisely 
where  we  have  focused  our  rulemaking  and  rule  enforcement  efforts. 
The  entire  futures  Industry  can  be  Justly  proud  that  its  aalas 
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IV.    SECTION  I7(it(l.-) 

We  strongly  support  Che  proposed  change  to  Section 
17<1)(4)  of  th«  Act.  The    current  language  of  that  aection  could 
be  read  Co  expressly  prohibit  NFA  from  seeking  Judicial  review  of 
a  Commission  order  overcurnlng  an  UFA  disciplinary  action.   There 
is  no  sound  policy  reason  for  treating  NFA  differently  than  the 
exchanges  In  this  regard.   Vhlle  there  are  many  significant 
differences  between  NPA'a  functions  and  the  exchange*',  we  do  have 
this  much  in  conimon  --  we  are  all  trying  to  ensure  that  those 
Members  who  violate  our  rules  are  punished  and  where  appropriate, 
barred  from  membership   The  proposed  change  to  Section  17  1)(4) 
would  ensure  that  any  Commission  order  reducing  a   sanction  Inposed 
hy  HFA  could  be  reviewed  In  court  and  Would  provide  the  public 
with  the  same  protection  afforded  the  alleged  rule  violator.   Thl« 
amendment  would  not  affect  the  Commission's  review  of  NFA  actions 
In  registration  cases,  where  NFA  essentially  perfonu  a  licensing 
function  on  behalf  of  the  Commission. 


V.    SERVICE  FEES 

NFA  has  always  recognized  the  basic  fairness  of  the 
prenlse  that  Chose  who  benefit  from  regulation  should  bear  a  fair 
share  of  Its  cost.   We  have  also  recognized  that  the  people  irtio 
benefit  from  regulation  fall  into  several  categories,  Including 
the  public  at  large  which  benefits  from  the  existence  of  the 
markets  and  Che  trading  public  which  trades  on  them. 

The  current  language  of  the  bill  is  so  broad,  however. 
Chat  Che  entire  expense  of  the  CFTC's  budget  could  be  shifted  Co 
Che  trading  public  and  Che  Industry,  with  Che  public  at  large 
bearing  no  share  of  the  expense.   Such  an  unfair  result  cannot  be 
what  the  Committee  Intended  and  the  language  of  this  section 
should  be  tl^Cenad. 

FurtherBore,  I  would  remind  the  Comnlttee  that  Che 

Crading  public  already  shoulders  the  considerable  expense  of 
funding  NFA.   The  vast  majority  of  our  325  million  budget  Is 
funded  through  fees  assessed  on  the  trading  public.   Any  addi- 
tional fees  imposed  on  NFA  by  the  Commission  will  ultimately  be 
borne  by  that  trading  public.   The  trading  public  should,  of 
course  pay  its  fair  share  of  the  regulatory  expense  but  Inpoalng 
additional  costs  on  their  shoulders  through  fees  on  NFA  would  seen 
to  make  then  bear  a  dlsproportlonaca  share  of  Che  burden. 


VI.   PUBLIC  REPRESENTATIOH  ON  THE  JOtfili 

With  respecc  Co  public  represencaclon  on  our  Board  of 
Directors,  NFA  has  always  recognized  the  invaluable  perspective 
which  public  represenCaClves  bring  to  the  regulatory  Issues  NFA 
desls  with.   From  our  very  inception,  our  Articles  of  Incorpora- 
tion have  always  provided  for  public  representative a  on  our  Board. 
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FinHlly,  no  one  can  deny  that  the  exchanges  «re  vigor- 
ously pursuing  those  improvements.   They  have  put 
their  money  where  their  mouthes  are  and  backad  up 
pronlaes  with  deeds. 
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The  bill  then  goes  further  to 
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achievable.   Taken  as  a  whole 
could  doom  the  open  outcry  syi 
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the  dominant  force  in  this  InCernaClonal  industry  and  could 
seriously  Jeopardize  our  ability  to  compete  In  an  ever  more 
competitive  narkeCplaca . 


VIII.   CQSFLICTS  QF  IHTEBEST  | 

As  the  current  president  of  one  self-regulatoty  organ- 
ization and  the  past  president  of  another,  I  an  very  mticli  aware  of 
the  critical  need  to  attract  the  highest  caliber  Individuals  to 
serve  on  the  Board  and  comnittees  of  any   SRO.   I  am  also  awafe  of 
course,  of  the  need  to  prevent  even  the  appearance  of  impropriety 
when  the  Board  or  committee  takes  any  formal  action.   Both  of 
these  needs  must  be  met  for  a  self  regulatory  body  to  function 
effectively,  and  both  needs  have  been  met  In  the  futures  Industry. 

All  of  the  exchanges  have  extensive  conflicts  of 
Interest  policies  to  guard  against  ev«n  the  appearance  of  impro- 
priety.  In  atcempcing  to  provide  further  assurances  that  Che 
second  need  Is  met,  however,  Che  bill  uses  language  so  broad  chat 
it  could  be  Impossible  to  meet  the  firsC  need  --  Che  need  Co  have 
qualified  directors  on  the  Board.   In  short,  this  version  of  the 
bill  does  not  merely  fix  something  which  Is  not  broken  --  It 
threatens  to  break  something  which  has  worked  extremely  well. 


IX.    FCH  LIABILITY 

I  also  question  the  need  for  certain  provisions  of  Che 
bill  dealing  with  the  civil  liability  of  FCHs.   One  provision  of 
Section  602,  for  example,  would  make  all  FCHs  vicariously  liable 
CO  customers  for  violations  committed  by  Independent  floor 
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This  provision  of  Che  bill  seens  prenlsed  on  two 
rather  questionable  notions.   First,  the  bill  seens  to  assume  that 
there  is  a  need  to  provide  customers  who  have  been  victimized  by  a 
dishonest  floor  broker  with  a  "deep  pocket"  to  recover  from. 
Floor  brokers  are  all  subject  to  both  arbitration  proceedings  and 
civil  actions.   I  am  not  aware  that  floor  brokers  have  routinely 
defaulted  on  any  Judgments  which  have  been  entered  agalnat  them. 
The  second  notion  seems  to  be  that  it  is  both  fair  and  reasonable 
to  make  an  FCH  autoaatically  liable  for  the  acts  of  an  individual 
who  Is  not  employed  by  that  FCM,   Thla  la  contrary  to  the  long- 
established  case  law  basing  vicarious  liability  on  well -recognized 
agency  principles.   If  under  those  principles  an  FCM  should  be 
held  liable,  it  will  be  held  liable.   Absent  an  agency  relation- 
ship, however,  there  is  no  fair  reason  Co  hold  the  PQl  liable. 
The  premises  of  this  provision  ace  unsound  and  it  should  be 

In  addition,  this  provision  could  have  unintended  side 
effects  which  could  harm  the  efficiency  of  the  markets  and  thus 
actually  harm  the  users  of  those  markets.   If  FCMs  ere  going  to  be 
vicariously  liable  for  the  acts  of  independent  floor  brokers,  then 
presumably  fever   and  fewer  FCHs  will  use  Independent  floor 
brokers,  opting  instead  to  use  their  own  enployees.   Independent 
floor  brokers  could  thus  becone  an  endangered  apeciea  and  the 
invaluable  contribution  they  make  to  the  liquidity  of  the  markets 
would  be-  lost. 

I  also  question  Che  need  of  chac  provision  of  Section 
602  regarding  punitive  damages.   The  bill  would  subject  FCHs  to 
punitive  damages  based  on  the  actions  of  an  independent  floor 
broker  If  the  FCH  "willfully  and  Intentionally  failed  Co  exercise 
due  diligence"  In  selecting  the  floor  broker.   I  an  not  sure  what 
this  language  really  means.   The  concept  of  "Intentional  negli- 
gence' seems  like  a  contradiction  In  terms.   The  bill  thus  esta- 
blishes a  new  standard  for  punitive  damages  which  Is  at  beac 
blurry  and  at  worat  unfair.   An  FCM,  like  any  other  defendant  in  a 
law  suit,  may  be  subject  to  punitive  damages  when  in  the  Judgment 
of  the  Jury  its  conduct  was  such  that  punitive  damages  are  appro- 
priate to  deter  such  conduct  in  the  future.   To  establish  a 
separate  and  uncertain  standard  applicable  to  FCHs  alone  saems 
both  unfair  and  unnecessary. 


X.   ETHICS  TRAIHIMG 

NFA  also  agrees  with  the  Committee  on  the  Importance 
of  ensuring  that  registrants  receive  adequate  training  concerning 
their  ethical  responslbllicles  to  their  customers.   To  thac  end, 
NFA  has  already  made  significant  changes  Co  the  content  and  format 
of  Che  National  Commodity  Futures  Examination.   With  very  liniced 
exceptions,  NFA  requires  all  applicants  for  AF  registration  Co 
cake  and  pass  this  proficiency  examination.   The  content  of  Che 
exam  has  been  changed  over  the  last  few  years  to  put  greacer 
emphasis  on  cesting  the  applicant's  knowledge  of  ceguIaCocy 
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requlrenents  as  well  as  macket  knowledge.   The  questions  on 
regulatory  requirenenta  center  on  those  rules  concerning  fair 
dealings  with  custoners. 

NFA's  Board  took  this  process  one  step  further  In  1987 
irtien  it  approved  a  fundamental  change  In  the  way  Chat  Che  exain  Is 
graded.  For  grading  purposes,  Che  exam  is  divided  Into  two  parts 
--  market  knowledge  and  knowledge  of  regulatory  requirements.  The 
two  sections  are  graded  separately  and  an  applicant  must  pass  both 
sections  of  the  exam  in  order  to  becone  registered. 

The  changes  outlined  above  have  already  Improved  the 
industry's  attention  to  ethics  training,  but  we  fully  support  sny 
pcopoaed  amendments  which  will  focus  even  greater  attention  on 
this  critical  area.  However,  given  the  current  focus  of  Che 
proficiency  exam  on  ethical  Issues,  we  question  the  efficiency  of 
requiring  newly  registered  APs  to  take  an  ethics  refresher  course 
within  six  months  of  passing  the  exam  and  becoming  registered. 


XI.    COHCLUSIOM 

In  conclusion,  let  me  assure  the  members  of  the 
Comilttee  that,  although  we  may  disagree  with  certain  provisions 
of  Che  bill,  we  strongly  supporC  the  Comlttee's  objective  of 
fina-tunlng  the  regulstory  structure  of  the  Industry  to  ensure  the 
continued  confidence  of  the  public  and  the  continued  Integrity  of 
our  markets.  U«  look  forward  to  working  with  the  ConnlCtee  and 
its  staff  to  offer  any   assistance  we  can  in  that  effort. 
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NATKHUU.  nirums  assocuthw 
cOHnNuma  commitment  to  excEiuMce: 

A  REPORT  AS  W  DECEMBER  SI,  IMS 

EXECUTIVE  SUMMARY 


I.  INTRODUCTION 

The  veiy  concept  or  self-regulation  Is  now  under  a  cloud  of  suspicion.  Recent  press  reports 
concerning  Investigations  of  an  unspecified  number  of  floor  brokers  and  floor  traders  have 
caused  some  to  question  whether  self-regulation  can  be  trusted,  even  with  diligent 
oversight  by  the  Commodity  Futures  Trading  Commission.  The  ultimate  question  Is 
whether  Industry  professionals  h^«  demonstrated  the  ability  and  the  willingness  to 
protect  the  public  by  policing  themselves.  To  answer  this  question.  Congress  needs  not 
speculation  or  rumor  but  cold,  hard  facts.  This  report  provides  those  facts  and  presents 
ovenvhelming  evidence  that  sstfregulatlon  is  toufii  regulation. 

The  list  of  responsibiittles  which  Congress  lakl  out  for  NFA  was  both  clear  and  ambitious. 
NFA  was.  never  intended  to  duplicate  the  efforts  of  either  the  Commission  or  the 
exchanges,  artd  It  has  rMt  dona  so.  NFA's  regulatory  efforts  have  focused  not  on  trading 
floor  activity  but  on  all  other  aspects  of  its  Members'  dealings  with  tha  public.  NFA's 
phmaiy  responsiblltties  Include: 


conducting  Investigations  and  audits  to  detect  violations  of  those  rules; 
taking  dlsclpllnaiy  action  to  punish  and  deter  such  vkilatlons: 


preventing  fraud  by  educating  the  public  concerning  the  risks  and  opportuni- 
ties m  the  futures  markets  so  that  customers  can  make  fully  informed  invest- 
ment decisions:  and 


Those  are  thejobs  which  Cor«ress  and  the  Industry  haveasslgned  to  NFA.  In  each  of  these 
areas  end  the  others  discussed  in  this  report,  NFA's  peifomtence  shows  that  at  NFA  self- 
regulation  not  only  works  but  excels. 

II.  COMnJANCE  RELATED  MATTERS 

The  fomiula  for  effective  self-r^ulatlon  at  NFA  is  no  reel  mystery.  It  Involves  three  basic 
components  —  strong  rules,  thorough  Investigatkins  and  tough  enforcement  actions.  In 
the  past  three  years.  NFA's  continuing  commitment  to  exceHerxie  has  been  evklent  in  aH 
three  of  these  critkial  areas. 
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Compliance  Rule  2-29  bars  the  use  of  hlgrvfiressure  sales  practices  and  sets 
strict  content  requirements  for  all  telephone  sollcitatioris  am  advertlslr^ 
materials  used  by  NFA  Uemtiers; 

Compliance  Rule  2-30  sets  an  Jndusnywlde  Know  Your  Customer  standard  and 
provides  that  certain  customers  must  be  toM  that  futures  trading  Is  simpjy  too 
rislv  for  them  In  light  of  their  overall  financial  condition: 

JVR4  '5  Guideline  far  the  Dlsctosure  by  FCMs  atvJ  IBs  of  Costs  Associated  wiOi 
Futures  Transactions  ensures  that  customers  of  NU  Members  are  provided 
with  sufFlclent  Infomiatlon  about  ttie  costs  of  futures  trading  to  make  an 
Informed  decision  and  to  compare  ttie  fees  charged  by  different  firms; 


NFA  Compliance  Rules  and  Bylaws  were  amended  to  extend  NFA's  customer 
protection  rules  tothe  activWas  of  NFA  Members  regarding  foreign  futures  and 
option  transactions:  and 


The  toughest  rules  tn  the  world,  however,  will  not  help  protect  customers  If  violations  cen 
routinely  go  undetected.  NFA  has  added  to  its  standard  auditlr^  and  Investigative 
procedures  a  new  program  using  covert  investigative  techniques  to  learn  firsthand  wtiat 
NFA  Membersarelelllngprospectlve  customers  over  the  telephone.  Using  phone  numbers 
with  out-of-state  area  codes  and  con^spondlng  mailing  addresses,  NFA  staff  members 
have  posed  as  prospective  customers  to  receive  telephone  solicitations  directly  from 
UemOers.  TTils  highly  successful  program  has  been  expanded  by  enlisting  the  assistance 
of  state  securities  regulators  from  around  the  country  and  has  produced  a  number  of 
successful  disciplinary  ections. 

The  adoption  of  these  new  njies  and  Investigative  programs  has  led  to  dramatic  Increases 
in  all  aspects  of  NFA's  enfmcement  program.  The  overall  number  of  disciplinary  proceed- 
ings initiated  by  NFA's  Regional  Business  Conduct  Committees  ballooned  from  51  In 
NFA's  first  three  years  to  119  in  the  last  three  years.  Moreover,  the  lion's  share  of  that 
Increase  comes  from  cases  involving  telemarketing  fraud  or  other  fomis  of  deception  of 
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SU£S  PRACTICE  COMPUUHTS  ISSUED  BY  BCCs 


The  bottom  line,  of  course.  Is  not  ttan  many  Complaints  were  issued  but  wtiat  types  of 
sanctions  were  Imposed.  Once  again,  the  numbers  tell  the  story.  The  most  severe 
sanction  which  NFA  can  Impose  is  expulsion  from  n'wmberstiip  since  that  effectively  tiers 
the  firm  or  IndhMual  from  the  Industiy.  In  Its  first  three  yeers.  UFA  expelled  12  Members 
throu^  disclpllnery  proceedings  compared  with  15  expulsions  In  1987  alone  and  21  more 
lnl988. 
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1983   1984   1985   1388   1987   1988 


Business  Conduct  Committees  can  also  Impose  fines  and  have  done  so  In  record  num- 
bers over  the  last  three  years.  In  NFA's  first  three  years  comblrted.  Business  Conduct 
Committees  Imposed  a  total  of  $108,000  In  fines,  e  figure  which  was  surpassed  m  each 
of  the  last  three  years.  Fines  in  1986  totalled  $157,000,  almost  doubled  m  1987  to  ov«r 
$293,000  and  more  than  doubled  In  1988  to  over  $719,000. 
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RNES  LEVIED  BY  BCCa 
From  Januaiy  1, 1983  through  Dscmnbsr  31, 1988 


III.  RCQISTRATtON  AND  MEMBERSHIP 

One  of  the  best  ways  to  protect  the  public  ftom  unsciupulous  firms  and  indivkluais  Is  to 
keep  those  pem>to  out  o(  the  Industry  In  the  first  place.  That  Is  the  job  that  nfa  has  been 
handling  since  October  1,1985,  when  It  assumed  responsibility  for  registration  denial  and 
revocation  proceedings  for  all  categories  of  registrants  except  floor  brokers,  leverage 
trar>sactlon  merchants  and  their  associated  persons.  Just  as  ¥rith  enforcement  matters, 
effectively  screening  out  unethical  IncMvkluals  and  flmns  In  the  registration  process 
requires  three  basic  components:  specific  legsl  criteria  to  determine  registratkm  fttness, 
a  reliable  screening  process  to  klentl^  the  applicants  who  do  not  meet  those  criteria  and 
effective  proceedings  to  bar  those  persoru  ftom  the  IrKlustiy. 

The  legal  criteria  used  by  NFA  are  tiiosa  supplied  by  Congress.  In  1982.  Congress 
amended  the  Act  to  establish  a  two-tier  system  of  disqualifications  from  registration.  The 
more  egregious  disqualifications.  s\xA\  as  prior  revocations  and  certain  ^fpes  of  fek>ny 
convictions,  are  set  forth  in  Section  8e(2}  of  the  Act  while  Section  8a(3]  sets  forth  less 
serious  disquaiificetlons,  such  as  certain  misdemeanor  and  felony  convictions  and 
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actions  by  serf-regulatory  bodies.  Most  of  ttwse  stattitofy  disqualifications  provide  veiy 
specific  guidance.  Ttie  needed  flexibility  comes  from  Section  8a(3KM)  of  the  Act  which 
provides  that  registration  may  be  denied  or  revoked  for  'other  good  cause.'  Over  the  last 
three  years,  NFA's  Membership  Committee  has  applied  the  'other  good  cause'  standard 
and  the  other  statutory  disqualifications  on  a  caa»t]y«ase  basis  and  has  devtioped  a 
body  of  case  law  wttich  has  tightened  and  Irrvroved  the  registration  screening  function. 

Though  the  legal  criteria  set  forth  In  the  Act  set  parameters  forjudging  registration  fitness. 
It  Is  NFA's  appllCBtlon  review  process  which  applies  those  criteria  to  the  real  world.  All 
registration  applications  processed  by  NFA  are  subject  to  close  scrutiny  to  determine 
whether  the  standards  sat  by  Congress  hove  been  met.  Each  application  contains  a  series 
of  questions  which  have  been  specifically  designed  to  track  the  statutory  disquallflcatkxis 
set  out  in  the  Act.  Any 'yes' answer  to  those  questkxw  wlU  automatical^  bar  the  applicant 
from  recervir^  a  temporary  license  artd  will  trigger  an  Intensive  rovlew  and  possible  denial 
proceeding  by  NFA.  Of  course,  with  regard  to  critical  Infbrmatkm  such  as  an  applicant's 
discipimaiy  history,  NFA  does  not  rely  solely  on  the  applicant's  artswers.  NF%  seeks 
Independent  corroboration  of  the  dlactoimaiy  history  mformatkin  on  each  appHcatkm  by 
conducting  an  FBI  fingerprint  check  and  a  review  of  CFTC  artd  SEC  disciplinary  records.  In 
addlthm.  any  material  derogatory  Information  received  through  N(A  audits  or  Investiga- 
tions, from  dlschofge  nMlces  from  past  empkiyers  or  from  any  other  source  wrill  be 
revievredand.  If  appropriate,  adenlal  proceeding  will  be  Initiated.  Less  critical  InfOnnatlon, 
such  as  empkiymem  and  educational  history  data,  must  be  verified  by  the  applicant's 
sponsor.  THe  sponsor  must  at  the  risk  of  its  own  reglstratkm,  sign  a  sworn  statement  that 
It  has  done  so.  NFA  has  recently  taken  steps  to  further  supplement  the  sponsor's 
verification  with  its  own  spot-check  of  educational  and  employment  information  on 
randomly  selected  applications. 

The  ultimate  proof  of  the  thoroughness  of  the  screening  process  Is  the  number  of  denial 
or  revocation  proceedings  whksh  have  been  Initiated,  mthe  last  three  years,  NFA  has  taken 
action  In  almost  200  cases  to  deny  or  revoke  registrations.  Furthermore,  the  84  cases 
brought  In  ldS8  represent  a  50%  Irtcrease  over  the  previous  y«ar's  total. 

Not  surprisingly,  a  disproportionate  share  of  these  cases  involve  a  relative  harxlful  of 
sponsoring  firms.  In  tact.  Just  sbc  sponsoring  fimis,  .017%  of  NFA's  nmmbership,  have 
been  involved  in  23%  of  the  registration  actions  NFA  has  Initiated.  Fhe  of  those  sbc  firms 
have  already  been  the  subject  of  NFA  disciplinary  actlora,  ttiree  are  now  out  of  business 
and  barred  fram  the  Industry  and  two  have  been  subject  to  substantial  fines. 
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TOTAL  NUMBER  OF  FITNESS  ACTIONS  INITIATED  BY  NPA 
From  January  1, 1986  thrautfi  DecBRibsf  31, 1988 


1987  1988 


In  processing^e  thousands  of  applicatlona  which  come  in  each  year,  tt  Is  just  as  impoiant 
to  process  pf omptly  tfie  99X  of  the  applicants  who  are  qualtfled  as  It  Is  to  screen  out  the 
IXwho  are  not.  NFA  has  scored  well  on  both  counts.  The  processing  time  required  to  grant 
tempo'ary  licenses  has  steadily  been  reduced  from  an  average  of  8.7  days  In  1986  to  an 
average  of  4.4  days  in  1988.  Furthermore,  this  50%  reduction  In  processing  time  was 
achieved  at  the  same  time  that  there  was  a  25%  reduction  in  the  Registration  Depart- 
ment's staff,  largely  as  the  result  of  refinements  tiiat  have  been  made  to  NFA's  computer 
programs  artd  capatillltles. 

IV.  ARBITRATION 

Congress  has  always  recognized  the  value  of  arbitration  as  a  means  of  resoMng customer 
dl^Hites  in  the  futures  Industry.  Infect.  In  1974,  when  Congress  first  passed  the  enabling 
legislation  which  led  to  the  creation  of  NFA,  tt  specifically  required  any  registered  futures 
association  to  provide  an  aibttrstlon  program  or  an  equivalent  program  as  a  condition  of 
Its  registration. 

in  its  first  three  years.  NFA  buitt  from  scratch  an  arbitration  program  wttlch  provides 
customers  In  tne  futures  Industry  wtth  precisely  what  Congress  intended — an  expeditious 
forum  for  the  fair  resolution  of  disputes.  Rules  were  developed,  procedures  implemented 
and  a  nationwide  pool  of  volunteer  arbitrators  was  assembled. 
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In  the  last  three  yeare.NFA  has  bulRon  that  foundation  to  continue  to  provldea  high  quality 
and  Inexpensive  alternative  to  lltlgaticn.  The  dramatic  powth  of  NFA's  arbKratlon  program 
Is  the  clearest  sign  of  its  quality  and  Ks  acceptance  by  the  Investing  public  It  la  designed 
to  serve.  In  its  first  three  years,  the  program  received  approximate^  300  Demands  for 
arbitration  from  custonwrs.  In  the  last  three  years,  that  number  more  than  tripled  with 
alnx)st  1,000  Demands  being  filed.  In  fact.  1988  a  lone  saw  a  30H  Increase  In  filings  over 
the  previous  year  with  almost  400  Demands  filed.  With  tfie  Increase  of  cases  filed  there 
has  been  a  correspottding  increase  in  cases  which  have  been  coiKluded. 

DEMANDS  AND  COMPLETED  CASES 
Bjf  Cperatlns  Year 


1983*         1984         1985 


1986  1987  1988 

•  Conn  tfi*  PHtod  4/ V83  —  8/30/83 


Witfi  such  exponemiat  growrth,  of  course,  oomes  a  great  challenge  —  the  chaUenge  to 
maintain  all  of  the  advantages  arbKratlon  is  intended  to  provide.  NFA  has  met  that 
challenge.  In  its  last  three  years,  the  art>ltrBttan  program  at  NFA  has  continued: 

■     to  provide  an  inexpensive  altemBtlve  to  IKIgBtion.  Despite  tlie  growtf)  of  the 
program,  customer  filing  costs  haw  remained  modest. 


B  B.Google 


■  to  provide  a  corrvenienl  fonim  la  customecs.  NM  has  maintaine<l  a  pool  of 
volunteer  arbitrators  In  48  states  and  continues  to  routinely  provide  customers 
with  hearings  In  locations  convenient  to  the  customers. 

■  to  provide  an  informal  program.  NM's  rules  and  procedures  are  designed  to 
tteslmpieenoughthBt  any  customer  can  easily  reprosent  himself  if  he  chooses 
to  without  becoming  lost  in  s  maze  of  legalistic  marteuwmg. 

Most  important  of  aii,  NFA  has  corKlnued  to  provide  s  Mr  forum  for  the  resolution  of 
disputes.  The  statistics  on  recovery  of  funds  by  customers  through  NFA's  arbHratlon 
program  emphaticaily  rebut  any  contention  ttist  customers  do  not  get  a  fair  and  frnpartial 
hearing. 


It  ftaud  Is  a  well  informed 


seminars,  printed  materials  and  direct  contact  with  members  of  the  putMc. 

That  direct  contact  with  the  public  occurs  hmlreds  of  times  each  week  with  the  use  of 
NFA's  toMree  number.  The  highly  trained  aaif  In  NFA's  informstlon  Center  hartdled  over 
125,000  calls  In  1988  alone,  man/  from  customers  with  questions  about  Individuals  or 
firms  with  whom  they  were  cortsldering  doing  business  or  with  requests  for  NFA 
educational  brochures.  But  the  telephone  Is  not  ttw  only  way  NH  reaches  out  and  touches 
the  public.  NFA  has  continued  to  pidilish  and  distribute  a  wide  variety  of  brochures 
concerning  the  futures  btdustry  artd  tha  steps  which  sustomers  can.take  to  ensure  that 
their  investment  decisions  are  based  on  full  and  accurate  kHoanMon.  NFA  (opreseat*- 
tlves  have  also  continued  to  appear  frequently  on  various  radio  and  teievision  pro-ams 
fOcusmg  on  customer  protection  and  the  futures  Indusby.  In  1989,  NFA  took  tHs  practice 
one  step  fUther  and  produced  Us  own  14-minute  flim  entitled  Fbrtfte  fmootor's  ADtactfon. 
TTw  film  provides  basic  Informatian  on  how  the  futures  mdusuy  functioru  and  describes 
the  services  which  NFA  oflers  to  the  public,  in  all  of  these  educational  octMUes,  NFA  works 
closely  wtm  other  groups  and  agencies  such  as  the  American  Council  on  Consumer 
Interesu,  the  National  Association  of  Consumer  Agsncy  AdministratorB,  the  American  As- 
sodaiion  of  Retired  Persons  and  the  U.S.  OtDce  of  Consumer  Affairs. 

VL  OTHER  CUSTOMn  PflOTECTION  SESVICES 

Thou^  the  customer  services  and  programs  discussed  sbotw  are  NFA's  primary  respon- 
sibilities, they  are  certainly  not  Its  on^  ones.  Repeatedly  over  the  past  three  years,  Nf*. 
has  been  caHed  upon  to  take  on  additional  responsibilities,  and  each  time  NFA  has 
answered  the  caH.  These  addltkmal  lesponslbiHtlesand  protects  are  deUHed  in  this  report 
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and  Include  the  following  acttvttlea: 

■  NFA  has  saved  customers  who  were  Involved  )n  a  class  action  suit  against  a 
firm  which  had  previously  been  expelled  Mxn  NRVtens  of  thousands  of  dollars 
by  serving  as  a  couit-«ppointed  administrator  of  a  t5.3  million  settlement 
fund.  NFA  was  requested  to  admlnlMer  the  fund  by  the  court  and  by  the  parties 
and  agreed  to  do  so  since  by  recovering  only  its  out-of-pocket  expenses  NFA 
could  preserve  more  of  the  settlement  fund  for  the  customers  Involved; 

■  At  the  Commission's  request,  NFA  performed  a  comprehensive  study  of  the 
Issue  of  FCM  Insolvencies,  the  protective  measures  already  in  place  to  guard 
against  them  and  the  feasibility  of  various  additional  protective  and  responsive 
mechanisms: 

■  NFA  has  continuously  worked  closely  with  federal  arKi  state  lav  enforcement 
and  regulatory  ofFiclais  to  assist  In  any  way  possible  with  any  futures-related 
investigations.  For  example.  NFA  meets  on  a  quarterly  basis  with  representa- 
tives of  the  FBI  and  the  Postal  Inspector's  Office  to  review  NFA  disciplinary 
acttons  Involving  potential  criminal  violations.  NFA's  cooperatton  has  resulted 
m  a  number  of  successful  Investigations  and  prosecutions: 

■  NF%  has  been  an  active  partkHpant  In  the  Justice  Department's  Securities  and 
Commodities  Fraud  Working  Group.  This  group  consists  of  federal  and  state 
prosecutors  and  regulators  along  with  self-regulators  from  the  securities  and 
futures  iTKtustrles.  The  group  meets  quarterly  to  discuss  Issues  Involving 
techniques  and  regulatory  coordination:  and 

■  At  the  request  of  Congress,  NFA  assisted  the  Commission  In  conducting  a 
survey  regarding  the  leverage  industry  and  the  possible  consequences  of 
lifting  the  current  moratorta  on  firms  entering  th«  business. 

NFA  performed  each  of  these  tasks  without  in  any  way  diminishing  Its  other  ongoing 
customer  protection  programs.  Furthermore,  while  Increasing  the  scope  and  effectiveness 
of  Its  regulatory  activities  over  the  last  three  years,  NFA  has  actually  reduced  the  cost  paid 
tor  NFA  servkses  by  the  trading  publk:  whteh  It  serves.  TTie  NFA  assessment  fees  for  both 
fUbjres  and  options  trades  have  steadily  decreased  from  33f  for  futures  and  20t  for 
options  wtien  NFA  began  operstk>ns  to  a  projected  level  of  20*  for  futures  and  12*  for 
options  effective  July  1. 1389. 

VII.  CONCLUSION 

A  periodic  review  by  Congress  of  the  effecUvertess  of  the  concept  of  self-regutatkm  In  the 
futures  Industry  Is  both  necessary  and  welcome.  Ultimately,  such  a  review  can  only  benefit 
the  Industry,  its  regulators  and,  rTK>st  importantly,  the  public  we  are  all  trying  to  serve.  To 
be  effective,  that  Inquiry  must  focus  on  documented  facts.  NFA  strongly  believes  that  the 
documented  facts  concerning  Its  record  of  accomplishment  throughout  Its  history  have 
vindicated  the  confidence  that  Congress,  the  Commission  and  the  Industry  have  placed 
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The  Chairman.  Thank  you  very  much. 

Let  me  ask  this.  Mr.  Lind,  you  conducted  a  survey  last  April  of,  I 
believe,  about  1,100  of  Lind-Waldock's  customers.  You  asked  their 
attitudes  about  the  Chicago  probe,  including  this  question:  Do  you 
think  tiie  exchanges  do  a  satisfactory  job  of  policing  themselves? 
Now,  63  percent  of  those  who  answered— and  I  realize  that  that  is 
not  all  01  the  people  surveyed — but  63  percent  of  those  who  an- 
swered said  no,  the  exchanges  do  not  do  a  satisfactory  job  of  polic- 
iiKthemselves. 

These  are  people  who  are  generally  active  futures  traders.  You 
were  not  just  going  to  the  person  on  the  street  and  ftsking  them.  It 
looks  like  there  is  an  apparent  lack  of  confidence  in  self-regulation. 
I  ask  you  this — and  then  I'm  going  to  ask  Mr.  Wilmouth  for  his  re- 
action based  on  your  last  comment — how  do  you  feel  about  the 
survey  result? 

Mr.  Lind.  Well,  Senator,  first  of  fdl,  it  wets  4,500  people  we  sur- 
veyed of  which  we  got  somewhat  over  1,100  responses.  NaturftUy,  I 
am  not  too  happy  about  that  response  in  that  particular  regard,  al- 
though I  think  that  my  customer  chooses  us  because  we  defend 
their  interests. 

One  of  the  things  that  really  has  not  come  out  very  well  through- 
out this  whole  proceeding,  going  back  to  when  the  subpoenas  came 
out,  as  a  start,  is  the  fact  that  the  FCM  community  takes  its  re- 
sponsibility to  protect  its  public  customer  very  importantly.  I 
mean,  if  I  don't  protect  my  customer,  he  is  not  going  to  stay  with 
me.  And  that  is  true  of  the  entire  community.  There  isn't  euiy  FCM 
in  the  business  that  would  knowingly  give  a  customer  to  somebody 
he  didn't  think  was  an  honorable  broker.  And  that  means  it  should 
be  pretty  hard  for  people  who  are  dishonest  to  be  able  to  be  bro- 
kers for  very  long. 

But  naturally,  that  was  one  of  the  disturbing  reports  that  we  got, 
Eilthough  that  is  sort  of  what  I  expected  would  be  the  result,  espe- 
cially at  a  time  like  this,  because  there  is  an  inherent  problem 
with  fill  quality,  and  it  is  because  our  markets  are  so  efficient.  We 
move  on  such  small  percentages  of  the  total  value  of  what  we  eu« 
trading,  and  we  complain  about  something  if  it  moves  just  two  or 
three  ^dra  away  fi:x>m  where  we  expect  it  to  be,  and  that  is  such  an 
insignificant  amount  of  mon^.  For  example,  it  may  be  on  a  cur- 
rency contract,  we  will  get  a  complaint  if  it  moves  $37  from  where 
the  customer  thought  it  should  be  filled,  and  the  value  of  that  con- 
tract is  $100,000.  lliat  just  lends  itself  towEird  complaint. 

But  that  is  one  of  the  reasons  why  we  are  successful,  because  we 
are  so  efficient.  But  naturally  that  does  bother  me.  I  would  like  to 
report  also,  though,  that  the  vast  m^ority  of  our  customers — I'm 
sorry,  I  don't  know  if  it  WEis  the  vast  majority,  but  a  large  percent- 
age  of  our  customers — also  thoi^ht  there  should  not  be  more  gov- 
ernment regulations.  And  the  written  comments  that  we  got  in 
that  r^ard  are  because  it  is  the  exchanges  that  are  the  experts, 
and  they  are  the  ones  that  have  to  make  the  chEu^es.  But  I  think 
the  exchanges  are  willing,  and  I  think  they  have  been.  I  think  as 
time  has  gone  on,  the  audit  trail  that  there  is  today  is  the  best  in 
any  industry  of  its  type,  and  it  is  about  to  get  a  lot  better. 

The  Chairman.  Mr.  Lind,  would  you  say,  though,  having  read 
the  1,100  surveys  that  came  back  to  you  out  of  the  4,600  tliat  you 
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Bent  out,  that  there  weis  a  general  feeUi^  that  there  had  to  be 
improvements? 

Mr.  Lino.  I  didn't  need  a  survey  to  tell  me  that.  I  have  been 
fighting  that  for  years.  But  I  would  like  to  make  one  other  com- 
ment in  that  regard.  Of  the  people  who  responded,  1  percent  Baid 
that  they  stopped  trading  futures  because  of  it,  and  20  percent  said 
that  they  would  change  the  way  they  traded  futures.  And  most  of 
those  people,  most  of  that  20  percent,  the  way  they  changed  is  they 
changed  the  types  of  orders  that  they  put  in.  But  only  1  percent 
stopped  tradii^  because  of  what  happened. 

As  a  matter  of  fact,  Senator,  I  will  tell  you  that  the  Monday 
after  the  investi^tion  was  announced  I  think  was  the  biggest  day 
we  had  all  year  m  opening  new  accounts.  We  can  only  assume  that 
everyone  decided  the  place  must  be  clean  now.  But  that  is  precisely 
what  happened.  I  thmk  it  was  the  biggest  day  all  year — I  don  t 
think  that  we  have  had  a  bigger  day  th^  we  had  the  Monday  tifter 
the  subpoenas  were  announced. 

The  Chairman.  Mr.  Lind,  do  you  think  that,  as  a  company,  if 
your  firm  htis  been  entrust^  by  a  customer  to  execute  orders  smd 
a  floor  broker  cheats  on  that  order,  the  firm  should  have  to  make 
that  customer  whole?  I'm  not  talking  here  about  punitive  damage; 
I'm  talking  about  actual  damages. 

Mr.  Lind.  Senator,  the  floor  brokers  we  use  are  the  best  that  we 
can  find  that  Eire  independent  brokers  because  those  are  always  the 
best — or  almost  eilways  the  beet — brokers,  and  we  can't  afford  to 
put  our  own  people  in  on  Euiy  kind  of  a  substantial  basis.  They  fUl 
for  numerous  other  firms,  lliey  may  be  filling  for  10  or  12  firms. 

The  Chairman.  But  you  chose  that  floor  broker — it  ma^y  be  an 
independent  floor  broker — be  it  John  Jones  or  Mary  Smith,  and 
John  Jones  or  Mary  Smith  defrauds  a  customer,  should  you  have 
to  make  the  customer  whole? 

Mr.  Lind.  Well,  first  of  all,  I  must  tell  you  that  if  that  type  of 
fraud  is  such  that  it  results  in  a  fill  that  is  of  peor  fill  quaUty,  then 
I  do  make  that  customer  whole.  In  other  won^,  if  a  broker  gets  an 
order  at  8  in  the  morning,  and  the  first  time  that  the  market 
trades  at  the  price  he  fills  it  is  at  8:25,  whether  he  just  blew  it  or 
whether  he  stole  on  it,  I  have  to  tell  you  that  it  is  my  responsibil- 
ity, and  I  back  that  up  to  the  reasonable  price. 

And  we  monitor  that  all  the  time.  As  a  matter  of  ffict  we  have  a 
system  at  our  firm  where  the  last  price  is  recorded — when  the  cus- 
tomer gives  us  the  order,  we  record  the  last  price.  And  when  the 
fill  comes  back,  if  it  looks  like  it  may  be  somewhat  irr^ular,  we 
investigate  it  even  before  the  customer  asks  us.  Thirty-seven  per- 
cent of  our  customers  have  found  that  to  be  the  experience.  'That 
was  also  in  the  survey. 

So  what  we  are  responsible  for  is  a  fair  and  accurate  fill.  It  can't 
take  too  long;  it  has  to  be  within  reason.  What  we  can't  police, 
what  is  totally  impossible  to  police  and  what  you  are  asking  us  to 
be  responsible  for,  is  that  example  that  I  gave,  and  that  I  cannot 
afford  to  do.  I  can't  police  it.  The  only  way  it  was  uncovered  after 
all  this  time  v/as  with  undercover  agents  in  the  pit.  Are  you  telling 
me  I  have  to  be  responsible?  That's  an  individual  act  by  an  indiv>'^ 
ual  person.  He  is  an  independent  contractor.  I  can't  be  i  > 
for  him.  I  can't  stay  in  business  and  be  responsible  for  him 
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The  Chairman.  Thank  you  very  much. 

Let  me  ask  this.  Mr.  Lind,  you  conducted  a  survey  last  April  of,  I 
believe,  about  1,100  of  Lind-Waldock's  customers.  You  asked  their 
attitudes  about  the  Chicago  probe,  including  this  question:  Do  you 
think  the  exchanges  do  a  satisfactory  job  of  policing  themselves? 
Now,  63  percent  of  those  who  answered — and  I  resilize  that  that  is 
not  all  of  the  people  surveyed — but  63  percent  of  those  who  an- 
swered said  no,  the  exchanges  do  not  do  a  satisfactory  job  of  polic- 
ingthemselves. 

These  are  people  who  are  generally  active  futures  traders.  You 
were  not  just  going  to  the  person  on  uie  street  and  asking  them.  It 
looks  like  there  is  an  apparent  lack  of  confidence  in  self-regulation. 
I  ask  you  this — and  then  I'm  going  to  ask  Mr.  Wilmouth  for  his  re- 
action based  on  your  last  comment — how  do  you  feel  about  the 
survey  result? 

Mr.  Lind.  Well,  Senator,  ftrst  of  all,  it  was  4,500  people  we  sui> 
veyed  of  which  we  got  somewhat  over  1,100  responses.  Naturally,  I 
am  not  too  happy  a][)out  that  response  in  that  particular  regard,  al- 
though  I  think  that  my  customer  chooses  us  because  we  defend 
their  interests. 

One  of  the  things  that  really  has  not  come  out  very  well  through* 
out  this  whole  proceeding,  going  back  to  when  the  subpoenas  came 
out,  BB  a  start,  is  the  fact  that  the  FCM  community  takes  its  re- 
sponsibility to  protect  its  public  customer  very  importantly.  I 
mean,  if  I  don't  protect  my  customer,  he  is  not  going  to  stay  with 
me.  And  that  is  true  of  the  entire  community.  There  isn't  any  FCM 
in  the  business  that  would  knowingly  give  a  customer  to  somebody 
he  didn't  think  was  an  honorable  broker.  And  that  meeuis  it  should 
be  pretty  hard  for  people  who  are  dishonest  to  be  able  to  be  bro- 
kers for  very  long. 

But  naturally,  that  was  one  of  the  disturbing  reports  that  we  got, 
although  that  is  sort  of  what  I  expected  would  be  the  result,  espe- 
cially at  a  time  like  this,  because  there  is  an  inherent  problem 
with  fill  quality,  and  it  is  because  our  markets  are  so  efficient.  We 
move  on  such  small  percentages  of  the  total  value  of  what  we  are 
trading,  and  we  complain  about  something  if  it  moves  just  two  or 
three  ticks  away  from  where  we  expect  it  to  be,  and  that  is  such  an 
iQ6iff[iificant  amount  of  money.  For  example,  it  may  be  on  a  cur- 
rency contract,  we  will  get  a  complaint  if  it  moves  $37  from  where 
the  customer  thought  it  should  be  filled,  and  the  value  of  that  con- 
tract is  $100,000.  "rhat  just  lends  itself  towEU^  complaint. 

But  that  is  one  of  the  reasons  why  we  are  successful,  because  we 
are  BO  efficient.  But  naturally  that  does  bother  me.  I  would  like  to 
report  also,  though,  that  the  vast  m^ority  of  our  customers — I'm 
sorry,  I  don't  know  if  it  was  the  vast  majority,  but  a  large  percent- 
age of  our  customers — also  thoi^ht  there  should  not  be  more  gov- 
ernment regulations.  And  the  written  comments  that  we  got  in 
that  regeird  are  because  it  is  the  exchangee  that  are  the  experts, 
and  they  Eire  the  ones  that  have  to  make  the  clumges.  But  I  think 
the  exchanges  are  willing,  and  I  think  they  have  been.  I  think  as 
time  has  gone  on,  the  audit  trail  that  there  is  today  is  the  best  in 
any  industry  of  its  tyi»,  and  it  is  about  to  get  a  lot  better. 

The  Chairman.  Mr.  Lind,  would  you  say,  though,  having  read 
the  1,100  surveys  that  came  back  to  you  out  of  the  4,500  that  you 
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sent  out,  that  there  weis  a  general  feeling  that  there  had  to  be 
improvements? 

Mr.  LiND.  I  didn't  need  a  survey  to  tell  me  that.  I  have  been 
fighting  that  for  years.  But  I  would  like  to  laake  one  ot^er  com- 
ment in  that  regard.  Of  the  people  who  responded,  1  percent  said 
that  they  stopped  trading  futures  because  of  it,  Euid  20  percent  said 
that  they  would  change  the  way  they  traded  futures.  And  most  oi 
those  people,  most  of  that  20  percent,  the  way  they  changed  is  they 
changed  the  tyjKS  of  orders  that  they  put  in.  But  only  1  percent 
stopped  trading  because  of  what  happened. 

As  a  matter  of  fact.  Senator,  I  will  tell  you  that  the  Monday 
after  the  investigation  was  announced  I  think  was  the  biggest  day 
we  had  all  year  m  opening  new  accounts.  We  can  only  assume  that 
everyone  decided  the  place  must  be  clean  now.  But  that  is  preciselv 
what  happened.  I  think  it  was  the  biggest  day  all  year — I  doo  t 
think  that  we  have  had  a  bigger  day  than  we  had  the  Monday  after 
the  subpoenas  were  announced. 

The  Chairman.  Mr.  Lind,  do  you  think  that,  as  a  company,  if 
your  firm  has  been  entrusted  by  a  customer  to  execute  oroers  and 
a  floor  broker  cheats  on  that  order,  the  firm  should  have  to  make 
that  customer  whole?  I'm  not  talking  here  about  punitive  damage; 
I'm  talking  about  actual  damages. 

Mr.  LiNn.  Senator,  the  floor  brokers  we  use  are  the  best  that  we 
can  find  that  are  independent  brokers  because  those  are  always  the 
best — or  almost  always  the  best — brokers,  and  we  can't  afibrd  to 
put  our  own  people  in  on  any  kind  of  a  substantial  basis.  They  fill 
for  numerous  other  firms.  They  may  be  filling  for  10  or  12  firms. 

The  Chairman.  But  you  chose  that  floor  broker — it  may  be  an 
independent  floor  broker — be  it  John  Jones  or  Mary  Smith,  and 
John  Jones  or  Mary  Smith  defrauds  a  customer,  should  you  have 
to  make  the  customer  whole? 

Mr.  Lind.  Well,  first  of  fill,  I  must  tell  you  that  if  that  type  of 
h-aud  is  such  that  it  results  in  a  fill  that  is  of  poor  fill  quality,  then 
I  do  make  that  customer  whole.  In  other  wor<^,  if  a  broker  gets  an 
order  at  8  in  the  morning,  and  the  first  time  that  the  market 
trades  at  the  price  he  fills  it  is  at  8:25,  whether  he  just  blew  it  or 
whether  he  stole  on  it,  I  have  to  tell  you  that  it  is  my  responsibil- 
ity, and  I  back  that  up  to  the  reasonable  price. 

And  we  monitor  that  all  the  time.  As  a  matter  of  fact  we  have  a 
system  at  our  firm  where  the  last  price  is  recorded — when  the  cus- 
tomer gives  us  the  order,  we  record  the  last  price.  And  when  the 
fill  comes  back,  if  it  looks  like  it  may  be  somewhat  irr^ular,  we 
investigate  it  even  before  the  customer  asks  us.  Thirty-seven  per- 
cent of  our  customers  have  fotmd  that  to  be  the  experience.  Iliat 
was  also  in  the  survey. 

So  what  we  are  responsible  for  is  a  fair  and  accurate  fill.  It  can't 
take  too  long;  it  has  to  be  within  reason.  What  we  can't  police, 
what  is  totally  impossible  to  police  and  what  you  are  asking  us  to 
be  responsible  for,  is  that  example  that  I  gave,  and  that  I  cannot 
afford  to  do.  I  can't  police  it.  The  only  way  it  was  uncovered  after 
all  this  time  was  with  undercover  agents  in  the  pit.  Are  you  telling 
me  I  have  to  be  responsible?  That's  an  individual  act  by  an  individ- 
ual person.  He  is  an  independent  contractor.  I  can't  be  responsible 
for  him.  I  can't  stay  in  business  and  be  responsible  for  him  because 
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I  have  no  idea  what  that  liability  is.  And  I  monitor  them.  And  I 
will  tell  you  that  every  firm  monitors  their  floor  brokers,  but  if  I 
have  to  be  responsible — and  I  will  tell  you  one  other  thing.  If  I 
think  that  somebody  isn't  giving  us  good  fill  quality,  I  move  the 
deck.  There  is  no  question  that  that  man  is  not  going  to  fill  for 
Lind-Waldock.  And  I  think  that  that  goes  for  every  other  brokerage 
Arm  in  the  business. 

The  Chairman.  Theuik  you. 

Mr.  Wilmouth,  were  you  surprised  at  all  by  that  figure  of  63  per- 
cent in  the  Lind-Waldock  survey? 

Mr.  WiLHOUTH.  No,  I  am  not.  I  think  one  of  the  biggest  criti- 
cisms that  we  have  as  a  self-regulatory  body  is  the  fox  and  the 
chicken  coop  idea.  But  let  me  just  briefly  go  back. 

In  1974,  the  Commodity  Exchange  Act  provided  for  the  establish- 
ment of  a  registered  futures  association,  a  self-r^ulatoi?  body  with 
designated  responsibUities  in  the  futures  indostry.  It  took  the 
founding  fathers  of  this  organization,  which  I  now  head,  from  1974 
until  literally  the  end  of  1981,  September  22,  1981,  to  agree  on  and 
receive  CFTC  approval  of  the  articles  of  incorporation  and  the 
bylaws  of  the  NaUonal  Futures  Association.  In  April,  the  spring  of 
1982,  along  with  one  of  my  other  associates  who  is  in  the  room 
today,  Mrs.  TipiHns,  we  left  the  Board  of  Trade  and  were  the  flrst 
two  permanent  employees  of  NFA.  We  have  grown  to  a  staff  of  ap- 
proximately 330  people;  we  have  a  budget  of  $26  million.  We  have 
total  responsibility  for  the  r^istration  of  all  commodity  profession- 
£ils  in  the  business — FOM's,  introducing  brokers,  pool  operators, 
trading  advisors,  LTM's,  and  the  60,000  or  so  AP's.  We  also  register 
floor  brokers  but  have  no  ability  to  disqualify  them  or  to  reject 
them  from  the  business. 

We  have  extensive  responsibilities 

Senator  BoscHwrrz.  How  many  floor  brokers? 

Mr.  Wilmouth.  Well,  there  are  about  60,000  AP's;  there  are  a 
couple  thousand  pool  operators  and  trading  advisors;  almost  2,000 
introducii^  brokers,  about  7,500  floor  brokers  and  about  350  Fu- 
tures Commission  merchants.  We  maintain  extensive  computer 
records  on  them.  Anybody  who  is  registered  goes  through  an  FBI 
flngerprint  check  and  other  provisions  that  we  encompetss  in  order 
to  ensure  that  unqualified  people  do  not  get  into  the  business. 

We  have  a  compliance  staff,  more  than  two-thirds  of  our  people, 
who  go  out  and  who  do  financial  audits  and  customer  sales  practice 
audits  throughout  the  industry.  We  have  an  arbitration  program 
that  is  immensely  popular  with  people  who  deal  in  this  business.  I 
think  if  you  look  at  our  3-year  and  our  6-year  reports  that  have 
been  submitted  to  the  Senate,  you  will  find  that  we  have  accom- 
plished a  lot. 

I  believe  the  CFTC,  to  whom  we  are  directly  responsible,  believes 
that  we  have  more  than  adequately  done  our  job,  emd  on  our  report 
card  I  am  sure  they  would  give  us  very  high  grfides  as  I  believe 
most  Senators  who  have  taken  a  look  at  that  report  would  agree. 

The  one  problem  we  do  face  is  the  "fox  guarding  the  chicken 

coop"  criticism.  To  me,  the  answer  to  that  is  relatively  simple.  It  is 

in  the  best  interest  of  the  people  in  this  industry  to  perform  their 

f-regulatoiy  tasks  in  the  highest,  most  professional  manner  pos- 
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sible.  If  we  don't,  quite  simply,  we  are  going  to  go  out  of  business. 
It  is  as  simple  and  as  easy  as  that. 

The  Chairman.  And  if  you  don't,  then  credibility  suffers,  and  ev- 
erytiiing  that  people  fear  happening  will  happen;  markets  will  go 
elsewhere,  and  we  will  lose  a  very  unique  part  of  American 
enterprise. 

Mr.  WiuiouTH.  Right.  And  Senator,  one  more  point.  We  don't  be- 
lieve that  self-regulation  is  the  end-edl,  be-etU,  as  Senator  Eagleton 
said. 

The  Chairman.  I  understand. 

Mr.  WiLMOUTH.  It  is  the  first  line  of  defense,  backed  up  by  over- 
sight from  the  CFTC. 

The  Chairman.  And  this  goes  to  the  basic  thrust  of  what  we  are 
discussing  here. 

Both  Senator  Lugar  and  I  have  to  leave  for  other  matters.  I  am 
going  to  pass  the  gavel  to  my  friend  from  Alabama,  Senator  HeHin, 
and  note  that  questioning  mil  occur  in  this  order:  Senators  Bosch- 
witz,  Heflin,  and  Gorton.  I  have  to  open  the  Senate  at  10,  and  I  will 
be  back  immediately  thereafter. 

So,  Senator  Boschwitz,  please  proceed. 

Senator  Boschwttz.  Mr.  Chairman  [Senator  Heflin],  Senator 
Gorton  wants  to  ask  just  one  question,  and  as  I  will  stay  through- 
out ihe  entirety  of  the  hearing,  I  will  defer  to  him  if  I  may,  al- 
though your  turn  for  questioning  arises  before  his  does.  So  why 
don't  I  just  defer  to  him,  and  then  you  go  forward,  and  then  I  wiU 
go- 
Senator  Hefun  [presldii^].  Go  ahead.  Let  Senator  Gorton  go 
ahead. 

Senator  Gorton.  In  this  morning's  Washington  Poet,  the  chair- 
man of  the  House  Committee  on  Energy  and  Commerce,  Congress- 
man Dingell,  is  quoted  as  saying:  "I  see  no  reason  for  stock-index 
futures.  I  see  them  in  the  same  place  in  the  divine  order  of  things 
Eis  cockroaches." 

The  article  analysis  goes  on  to  say  that  memy  people  feel  that 
stock-index  futures  contribute  tremendously  to  the  volatility,  to 
last  Friday,  to  Friday  2  years  Eigo;  that  they  don't  represent  an  in- 
vestment in  anything  except  for  large  institutions  making  prollts 
at  the  expense  of  one  another  or  small  shareholders;  that  they 
damage  the  true  capital  markets  of  the  country  by  scaring  out  of  a 
willingness  to  invest  in  capital  small  Bhareholders,  j)eople  who 
want  to  hold  shares  in  corporations  but  are  afraid  of  the  tremen- 
dous swings  and  volatility  that  are  created  by  stock-index  futures. 

Is  Congressman  Dingell  wrong,  and  why?  What  socially  useful 
purpose  is  there  in  edlowing  stock-index  futures  seiles  at  all? 

Mr.  Damgard.  I  would  like  to  respond  to  that,  and  then  I  will  let 
you  go. 

Senator  Gorton.  I  want  to  hear  from  edl  of  you. 

Mr.  Damgard.  First  of  all,  I  think  the  smaller  investor  today  is 
probably  more  apt  to  be  invested  in  a  pension  fund  or  a  mutual 
fund  than  with  an  individual  etccount.  It  is  those  large  institutions 
which  are  the  ones  that  have  foimd  stock-index  futures  to  be  a 
very,  very  important  investment  man^ement  tool.  And  I  think 
that  one  of  the  things  that  could  conceivably  change  that  chair- 
man's mind,  if  in  fact  we  see  legislation  to  bem  program  t      ii 
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I  have  no  idea  what  that  hability  is.  And  I  monitor  them.  And  I 
will  tell  you  that  every  firm  menitore  their  floor  brokers,  but  if  I 
have  to  be  responsible — and  I  will  tell  you  one  other  thing.  If  I 
think  that  somebody  isn't  giving  us  good  fill  quality,  I  move  the 
deck.  There  is  no  question  that  that  man  is  not  going  to  flll  for 
Lind-Waldock.  And  I  think  that  that  goes  for  every  other  brokerage 
firm  in  the  business. 

The  Chairman.  Thank  you. 

Mr.  Wilmouth,  were  you  surprised  at  all  by  that  figure  of  63  per- 
cent in  the  Lind-Waldock  survey? 

Mr.  Wilmouth.  No,  I  am  not.  I  think  one  of  the  biggest  criti- 
cisms that  we  have  as  a  self-r^ulatory  body  is  the  fox  and  ihe 
chicken  coop  idea.  But  let  me  just  briefly  go  back. 

In  1974,  tne  Commodity  Exchange  Act  provided  for  the  establish- 
ment of  a  registered  futures  association,  a  self-regulato^  body  with 
designated  responsibilities  in  the  futures  industry.  It  took  the 
founding  fathers  of  this  organization,  which  I  now  head,  from  1974 
until  literally  the  end  of  1981,  September  22,  1981,  to  agree  on  and 
receive  CFTC  approval  of  the  articles  of  incorporation  and  the 
bylaws  of  the  National  Futures  Association.  In  April,  the  spring  olF 
1982,  along  with  one  of  my  other  associates  who  is  in  the  room 
today,  Mrs.  TipiHns,  we  left  the  Board  of  Trade  and  were  the  first 
two  permanent  employees  of  NFA.  We  have  grown  to  a  staff  of  ap- 
proximately 330  people;  we  have  a  budget  of  $26  million.  We  have 
total  responsilMlity  for  the  registration  of  all  commodity  profession- 
als in  the  business — FCM's,  introducing  brokers,  pool  operators, 
trading  advisors,  LTM's,  and  the  60,000  or  so  AP's.  We  also  roister 
floor  brokers  but  have  no  ability  to  disqualify  them  or  to  reject 
ttiem  from  the  business. 

We  have  extensive  responsibflities 

Senator  BmcHwrrz.  How  many  floor  brokers? 

Mr.  Wilmouth.  Well,  there  are  about  60,000  AP's;  there  are  a 
couple  thousand  pool  operators  and  trading  advisors;  fdmost  2,000 
introducing  brokers,  about  7,500  floor  brokers  and  about  350  Fu- 
tures Commission  merchants.  We  maintain  extensive  computer 
records  on  them.  Anybody  who  is  registered  goes  through  an  FBI 
fingerprint  check  and  other  provisions  that  we  eDCompase  in  order 
to  ensure  that  unqualified  people  do  not  get  into  the  business. 

We  have  a  compliance  staff,  more  than  two-thirds  of  our  people, 
who  go  out  and  who  do  financial  audits  and  customer  sales  practice 
audite  throughout  the  industry.  We  have  an  arbitration  program 
that  is  immensely  popular  with  people  who  deal  in  this  business.  I 
think  if  you  look  at  our  S-year  and  our  6-year  reports  that  have 
been  submitted  to  the  Senate,  you  will  find  that  we  have  accom- 
plished a  lot.     

I  believe  the  CFTC,  to  whom  we  are  directly  responsible,  believes 
that  we  have  more  than  adequately  done  our  job,  euid  on  our  report 
card  I  am  sure  they  would  give  us  very  high  grades  as  I  believe 
most  Senators  who  have  taken  a  look  at  that  report  would  agree. 

The  one  problem  we  do  face  is  the  "fox  guarding  the  chicken 
coop"  criticism.  To  me,  the  answer  to  that  is  relatively  simple.  It  is 
in  the  best  interest  of  the  people  in  this  industry  to  perform  their 
self-r^ulatory  tasks  in  the  highest,  most  professional  manner  poe- 
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sible.  If  we  don't,  quite  simply,  we  are  going  to  go  out  of  business. 
It  is  as  simple  and  as  easy  as  that. 

The  Chairman.  And  if  you  don't,  then  credibility  sxiffers,  eind  ev- 
erything that  people  fear  happening  will  happen;  markets  will  go 
elsewhere,  and  we  will  lose  a  very  unique  part  of  American 
enterprise. 

Mr.  WiLMOUTH.  Ri^t.  And  Senator,  one  more  point.  We  don't  be- 
lieve that  self-regulation  is  the  end-all,  be-all,  as  Senator  Eagleton 
said. 

The  Chairman.  I  understand. 

Mr.  WiLMOUTH.  It  is  the  first  line  of  defense,  backed  up  by  over- 
sight from  the  CFTC. 

The  Chairman.  And  this  goes  to  the  basic  thrust  of  what  we  are 
discussing  here. 

Both  Senator  Lugar  and  I  have  to  leave  for  other  matters.  I  am 
going  to  pass  the  gavel  to  my  friend  from  Alabama,  Senator  Heflin, 
amd  note  that  questioning  mil  occur  in  this  order:  Senators  Boech- 
witz,  Heflin,  and  Gorton.  I  have  to  open  the  Senate  at  10,  and  I  wUl 
be  back  Immediately  thereafter. 

So,  Senator  Boschwitz,  please  proceed. 

Senator  Boschwitz.  Mr.  Chairman  [Senator  Heflin],  Senator 
Gorton  wemts  to  ask  just  one  question,  and  as  I  will  stay  through- 
out the  entirety  of  the  hearing,  I  will  defer  to  him  if  I  may,  al- 
though your  turn  for  questioning  arises  before  his  does.  So  why 
don't  I  just  defer  to  him,  and  then  you  go  forward,  and  then  I  will 
go- 
Senator  Heflin  [presiding].  Go  ahead.  Let  Senator  Gorton  go 
ahead. 

Senator  Gorton.  In  this  morning's  Washington  Poet,  the  chair- 
man of  the  House  Committee  on  Energy  and  Commerce,  Congress- 
man Dingell,  is  quoted  as  saying:  "I  see  no  reason  for  stock-index 
futures.  I  see  them  in  the  same  place  in  the  divine  order  of  things 
as  cockroaches." 

The  article  {inalysis  goes  on  to  say  that  many  people  feel  that 
stock-index  futures  contribute  tremendously  to  the  volatility,  to 
last  Friday,  to  Friday  2  years  ago;  that  they  don't  represent  em  in- 
vestment in  anythii^  except  for  large  institutions  making  profits 
at  the  expense  of  one  {mother  or  small  shareholders;  that  they 
damage  the  true  capital  markets  of  the  countiy  by  scaring  out  of  a 
willingness  to  invest  in  capital  small  shareholders,  people  who 
want  to  hold  shares  in  corporations  but  are  afraid  of  the  tremen- 
dous swings  and  volatility  that  are  created  by  stock-index  futures. 

Is  Congressman  DingeU  wrong,  and  why?  What  socially  useful 
purpose  is  there  in  allowing  stock-index  futures  sales  at  all? 

Mr.  Damgaro.  I  would  like  to  respond  to  that,  and  then  I  wilt  let 
you  go. 

Senator  Gorton.  I  want  to  hear  from  all  of  you. 

Mr.  Damgard.  First  of  all,  I  think  the  smaller  investor  today  is 
probably  more  apt  to  be  invested  in  a  pension  fund  or  a  mutual 
fund  thfin  with  an  individual  account.  It  is  those  lai^  institutions 
which  are  the  ones  that  have  found  stock-index  futures  to  be  a 
very,  very  important  investment  management  tool.  And  I  think 
that  one  of  the  things  that  could  conceivably  change  that  c  r- 
man's  mind,  if  in  fact  we  see  legislation  to  ban  prt^am  trading, 
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the  fact  that  on  October  19,  1987,  one  of  the  largest  users  of  stock- 
index  futures  was  the  General  Motors  pension  fund  which  had  coi^ 
rectly  concluded  that  the  market  loosed  awfully  top-heavy  and 
went  short  quite  a  number  of  stock-index  futures  contracts  in  lieu 
of  selling  the  underlying  stocks.  They  found  the  stock-index  futures 
market  to  be  quicker,  more  efficient  and  less  expensive  way  to 
hedge  the  value  of  their  ixirtfolio,  selling  contracts  in  the  S&P  500 
to  lock  in  the  value  of  their  portfolio  at  the  higher  value.  When  the 
market  fell,  they  were  able  to  sell  the  contract  and  essentially 
make  a  profit  (in  the  futures)  equal  to  the  amount  of  money  that 
was  lost  in  the  value  of  the  stocks  without  incurring  a  taxable 
event  by  selling  the  stock  in  the  first  place. 

Derivatives  were  correctly  judged  by  both  the  Brady  Committee 
and  the  White  House  task  force  £is  being  very,  very  valuable  man- 
agement tools  for  fiduciaries  and  funds.  If  Mr.  Binns,  who  runs  the 
General  Motors  pension  fund,  could  come  testify  before  this  com- 
mittee, I  think  he  could  probably  make  a  much  more  eloquent  de- 
fense of  stock-index  futures  than  I  can. 

Mr.  WiLMOUTH.  Senator,  let  me  just  add  in  support  of  what  Mr. 
Damgard  has  said  that  I  spent  the  first  25  years  of  my  business 
career  in  the  banking  business.  I  was  president  of  one  of  the  larg- 
est banks  with  significant  trust  responsibilities  in  this  country. 
And  I  must  tell  you  that  I  don't  look  on  stock-index  futures  as  a 
cockroach;  I  think  the  banking  industry  looks  upon  it  as  an  ai^^eX. 
It  is  an  opportunity  for  them  to  hedge,  to  protect  themselves 
against  adverse  changes  that  might  occur  in  terms  of  interest  rates 
or  the  portfoUos  that  they  hold  for  their  customers  and  their  trust 
department.  It  is  an  angel,  not  a  cockroach. 

Mr.  LiND.  I  would  like  to  add  that  I  don't  know  how  Congress- 
man Dingell  is  going  to  react  to  this,  but  certainly,  every  sto^  ex- 
change is  now  coming  up  with  products  to  copy  stock-index  futures. 
I  don't  think  you  can  condemn  one  and  condone  the  other.  The 
New  York  Stock  Exchange  has  come  up  with  its  basket,  and  I  don't 
know  whether  they  have  started  yet,  but  they  aire  certainly  on 
their  way. 

Basically,  I  sort  of  thought  the  CFTC  should  have  to  be  in  cbai^ 
of  that  because  it  looked  more  like  a  future  to  me  them  it  did  any 
type  of  stock  investment. 

But  the  reason  for  the  break  has  nothing  to  do  with  stock-index 
futures.  It  has  to  do  with  the  speed  of  communication,  the  comput- 
er, and  primarily  the  fact  that  so  much  of  the  money  that  gets  in- 
vested in  the  stock  market  is  held  in  the  hands  of  relatively  few 
people.  And  that,  we  are  not  going  to  change.  We  can't  go  back  to 
the  fifties  and  sixties  and  look  at  investment  in  the  same  r^^ard  as 
it  happens  today. 

The  flow  of  information  to  everybody  is  so  much  better,  and  the 
difference  between  knowing  and  not  knowing  a  vital  piece  of  infor- 
mation has  now  gotten  down  to  seconds.  And  when  you  have  speed 
of  information  of  that  nature,  you  are  going  to  get  violent  swings. 

Mr.  Isaacson.  Just  one  quick  comment.  We,  the  commodity  trad- 
ing advisors  Euid  pool  operators,  are  the  mutual  funds  of  the  Ai- 
tures  industry.  And  I  think  if  we  didn't  offer  our  clients  ttie  oppor- 
tunity to  trade  in  stock-index  futures  or  whatever,  we  would  be  at 
a  disadvantage  to  other  markets.  Our  clients  ask  for  that. 
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Mr.  LiND.  I  would  also  like  to  add  that  my  retail  client  base, 
Irom  what  we  have  been  able  to  discover,  uses  the  S&P's  as  a 
hedge  itself.  If  they  are  afrtud  of  something,  they  will  sell  a  certain 
portion  of  their  portfolio.  And  one  of  the  reasons  why  we  are  led  to 
believe  this  is  because  if  it  was  a  trading  vehicle  or  a  speculative 
vehicle,  they  would  just  go  into  one  of  the  various  stock  index  mar- 
kets that  there  are.  But  we  will  see  a  combination  based  on  the 
value  of  their  portfolio.  They  may  have  one  from  the  New  York  Fu- 
tures Exchange,  one  from  the  S&P  which  will  total  something  that 
we  make  the  assumption  that  that's  the  amount  they  wemt  to 
hedge  in  their  portfolio. 

Mr.  Damgard.  I'm  sure  that  the  reason  that  Aetna,  Kemper,  emd 
Equitable  have  joined  my  oi^anization  is  because  they  see  stock- 
index  futures  as  a  very,  very  valuable  management  tool  that  is 
good  for  hedging  the  vmue  of  their  portfolio — and  they  are  not  for 
everybody,  Senator.  It  is  a  very  sophisticated  market.  Alluding  to 
what  Senator  Leahy  said  earlier,  we  do  have  a  real  serious  percep- 
tion problem.  One  of  the  things  that  I  think  is  helping  is  the  fact 
that  fmancial  institutions  are  becoming  larger  and  larger  users  of 
our  markets. 

Senator  Gorton.  Thank  you  all  for  your  answers,  and  thank  you 
for  letting  me  go  out-of-tum. 

Senator  BoscHwrrz.  So  why  does  Congressman  Dingell  say  that? 

Mr.  Damgard.  I  really  think  that  Congressman  Dingell  believes 
very  sincerely  that  the  existence  of  a  derivative  market  is  unset- 
tling to  the  cash  market.  We  believe  that  he  is  wrong.  And  then 
there  are  others  who  are  more  jaded  than  I  am  who  would  believe 
that  Congressman  Dingell's  real  belief  in  saying  not  very  nice 
things  about  the  CFTC  and  some  of  the  instruments  that  they  reg- 
ulate is  to  increase  his  domain  on  the  House  side  and  indeed  bring 
under 

Senator  Gorton.  Some  people  would  say  that 

Mr.  Damgard.  Yes.  I  can't  imagine  who  would  say  those  things, 
but  I  have  heard  those  rumors. 

Senator  Boschwttz.  Is  it  perhaps  because  he  feels  that  the  treid- 
ing  in  this  nature  of  futures  adds  to  the  volatility  of  the  market? 

Mr.  Damgard.  I  believe  so. 

Senator  BoscHwrrz.  That  it  accelerates  the  volatility  once  it 
burins;  would  you  comment  on  that? 

Mr.  Damgard.  Well,  I'm  not  an  economist,  but  I  think  we  may 
have  more  work  to  do  certainly  with  Congressman  Dingell  in  terms 
of  education. 

Senator  Boschwttz.  Once  the  market  changes  begin,  does  it  ac- 
celerate the  volatility? 

Mr.  Damgard.  I  don't  know  the  answer  to  that.  I  think  it  prob- 
ably could.  On  the  other  hand,  nobody  seems  to  give  index  arbi- 
trfige  any  credit  when  it  acts  as  a  stabilizing  force.  I  do  think  that 
when  people  decide  they  are  goii^  to  sell,  they  will  sell  in  the 
quickest,  most  efficient  way  that  they  can  sell.  I  think  Barry  Lind 
is  absolutely  r^ht;  there  are  a  lot  of  fund  managers  and  there  is  a 
tremendous  concentration  of  selling  power  in  the  hands  of  relative- 
ly few  people.  When  these  fund  managers  b^in  to  sell,  ^ey  axe 
going  to  use  futures  as  well  as  the  cash. 


35-216  O  -  90  - 


cibv  Google 


I  noticed  when  the  Merc  hit  their  so-called  circuit  breaker,  lots  of 
that  selling  pressure  went  back  to  the  stock  exchange,  and  then 
when  stocks  and  futures  got  out  of  bfilance,  the  institutions  were  in 
there  buying  the  futures  contracts,  which  many  will  credit  for 
having  reversed  the  190  point  loss  and  moved  the  market  back  up 
80  some^d  points  the  following  day. 

The  problem  in  1987  was  that  the  institutions  were  no  longer 
able  to  use  index  arbitrage,  and  thus  they  continued  to  sell  in  the 
stock  market  at  a  time  when  they  might  very  well  have  been 
buying  the  future  and  conceivably  could  nave  halted  the  500-point 
drop  at,  say,  150  or  200. 

Senator  BoscHwrrz.  Bob,  would  you  also — or  any  one  of  you — 
comment  about  whether  or  not  the  volatility  of  the  market  is  ac- 
centuated or  exacerbated  due  to  the  presence  of  this  (rarticular 
trading  of  this  index? 

Mr.  WiLMOUTH.  I  think  that's  a  hard  question  to  answer,  but  I 
think  Bany  Lind  hit  the  nail  on  the  head.  One  of  the  things  that  I 
think  we  all  have  to  bear  in  mind  is  if  you  go  back  a  decade  or  two 
decades  ago,  or  bftck  into  the  fifties,  the  marketplace  was  totally 
different.  We  didn't  have  stock  market  index  contracts  10  years 
ago.  The  institutional  investors  weren't  as  important  as  they  are 
twlay.  You  didn't  have  prc^am  trading  with  computers  whicn  axe 
able  to  make  these  massive  decisions  and  move  stocks  badt  and 
forth  massively.  We  didn't  have  a  stock  market  index. 

We  have  to  begin  to  look  at  the  meu'ketplace  in  a  different  way. 
Yes,  it  probably  does  cause  some  volatility,  but  I  don't  think  that 
you  necessarily  ban  it  automatically.  I  think  you  study  it  and  you 
b^nji  to  understand  it. 

And  I  must  tell  you  that  I  think  stock  msirket  index  contracts 
would  not  succeed  to  the  extent  that  they  have  if  there  wasn't  a 
commercial  need  or  use  for  them,  as  John  Damgard  has  pointed 
out,  and  as  I  would  tell  you  is  true  in  most  financial  institutions. 

Senator  Gorton.  The  criticism  isn't  so  much  that  thev  don't  ben- 
efit these  lai^  institutions;  it  is  that  they  have  exacerbated  or  ac- 
celerated exactly  the  trend  you  set — individuals,  people  who  simply 
want  to  own  shares  out,  because  they  axe  the  victims  of  the  success 
of  this 

Mr.  Lind.  But  Senator,  I  don't  think  there  are  any  people  or  very 
many  people  who  use  stock-index  futures  as  a  replacement  for  th« 
stock  market.  No  one  goes  in  and  decides  they  want  to  buy  S&P 
futures  instead  of  buying  stocks.  That  isn't  what  S&P  futures  are 
used  for  virtually  by  anybody. 

Mr.  Damgard.  Actu^ly,  the  little  guy  really  has  his  money  in 
the  mutual  funds  and  pension  funds.  To  the  extent  that  those  insti- 
tutions benefit,  they  are  benefiting  the  shareholders  in  that  mutual 
fund;  to  disadvemt^e  the  mutual  fund  is  to  disadvantage  the  little 
guy  at  the  expense  of  a  John  Klugie  or  someone.  It  is  the  very, 
very  wealthy  individual  investor  today  who  gets  the  attention  of 
his  individual  broker,  in  my  judgment. 

Mr.  WiLMOUTH.  And  changes  have  been  made.  If  I  remember  cor- 
rectly, ELfter  the  last  upheaval  in  the  markets  back  in  October  of 
1987,  the  DOT  system,  the  order  entry  system  of  the  New  York 
Stock  Exchange,  has  been  chsmged  so  that  when  you  reach  a  cer- 
tain number  of  shares  of  stock  that  are  beii^  traded,  the  individual 
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investor  with  less  than  I  think  it  is  2,000  shares  of  stock  gets  in 
ahead  of  the  big  program  trades.  So  changes  are  being  made  to 
reduce  the  volatility  to  the  extent  possible.  But  there  are  new  in- 
struments, they  have  to  be  studied  for  a  long  period  of  time,  par- 
ticularly if  they  serve  a  very  worthwhile  purpose,  which  I  think, 
Senator,  you  agree  they  do. 

Mr.  LiND.  I  think  the  reason  for  the  circuit  breakers  after  the 
crash  in  1987  was  just  that.  The  volatility  of  whichever  side  is 
going  down  faster,  we  wanted  to  slow  it  down  so  they  could  get 
back  into  proportion.  I  think  there  weis  no  question  that  they  cer- 
tainly worked  on  Friday,  and  they  worked  vei?  well  on  Monday. 
But  the  basic  theory — first  of  all,  I  would  like  to  comment  on 
Friday,  when  stock-index  futures  went  down  to  their  limit,  which 
w£is  when  the  Dow  was  about  90  lower.  That  did  absolutely  nothing 
to  help  the  Dow  from  going  down.  It  just  kept  continuing  to  fall.  I 
think  it  was  fdmost  200  lower  when  stock-index  futures  reopened  a 
half-hour  lat«r — it  wasn't  200  lower,  but  it  just  continued.  It  never 
rallied.  So  it  certainly  didn't  adversely  aifect  it. 

But  there  are  many  mutual  funds,  pension  fimds,  that  want  to 
sell  blocks  of  stock  that  don't  necessarily  parallel  the  S&P's  or  the 
Dow;  they  just  want  to  get  out  of  certam  stock.  And  the  way  that 
they  can  do  that  is  through  the  arbitrager,  who  is  willing  to  maybe 
add  a  few  stocks  to  that  eind  then  do  the  rest  in  stock-index  futures. 
So  instead  of  the  pressure  coming  on  a  few  stocks,  the  pressure 
may  be  absorbed  more  by  the  entire  market,  and  that  is  part  of  the 
theory,  and  that  is  part  of  what  has  made  the  markets  relatively 
liquid,  and  that  is  part  of  what  makes  stock-index  futures  work  as 
an  edd  to  the  stock  market. 

Senator  Boschwitz.  A  final  element  to  that  question,  and  that  is 
in  the  event  that  we  were  not  to  trade  them,  would  others  there- 
upon trade  them  and  other  exchanges,  be  it  in  London  or 
Tokyo 

Mr.  LiND.  They  are  waiting.  Senator,  they  are  waiting.  I  remem- 
ber when  all  this  happened,  it  looked  to  me  like  London  was  just 
sitting  there,  hoping  that  we  would  ban  it,  because  they  would 
open  it  the  next  day. 

Mr.  Damgard.  And  Tokyo  and  Osaka  exchanges  have  them  up 
and  trading  right  now. 

Mr.  WiLMOUTH,  They  are  doing  the  same  thing  with  Treasury 
bond  futures.  They  are  going  to  compete  actively  and  aggressively 
against  the  Chicago  Board  of  Trade  in  Treasury  bond  futures.  We 
have  developed  markets,  and  they  go  after  them,  it  seems. 

Mr.  Damgard.  It  is  a  global  market,  and  that  is  another  reason 
why  we  see  more  volatiUty.  I  don't  think  it  can  be  pinpointed  on 
amy  one  particular  instrument.  We  have  satellites,  euid  communica- 
tion is  so  much  quicker  than  it  used  to  be  that  everybody  can  re- 
ceive information  and  transmit  their  orders  very,  very  quickly. 

Senator  Boschwitz.  Mr.  Chairman,  before  we  proceed,  I  feel  that 
I  owe  em  apology  to  this  panel  and  the  preceding  panels.  I  had  a 
breakfast  with  Mr.  Greenspan,  or  I  would  have  been  here  for  the 
preceding  panels.  But  I  am  sorry  to  keep  you  guys  all  overnight  be- 
cause of  my  rather  extensive  series  of  questions  of  yesterday — 
which  I  probably  will  start  up  ageun  with  this  panel,  Mr.  Chair- 
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[Laughter.] 

Senator  Hefun.  How  about  apologies  to  the  other  members  of 
the  committee? 

Senator  Gorton.  I  have  £ilready  discussed  that  with  him. 

Senator  Boschwitz.  I  apolt^ize. 

Senator  Hefun.  Let  me  ask  you  a  few  questions.  One  of  the 
issues  that  will  be  confronting  us  is  service  fees.  This  seems  to  be  a 
controversial  issue.  In  the  event  that  these  provisions  are  adopted, 
the  cost  of  monitoring  treiding  floors  and  insureince  compliances  by 
the  exchanges — what  is  your  position  on  service  fees,  and  how  can 
it  be  fmeinced  if  service  fees  are  not  used? 

Mr.  WiLMOUTH.  Senator,  let  me  try  emd  take  a  crack  at  that  if  I 
can.  1  think  the  concern  that  all  of  us  in  our  industry  express 
about  the  current  bill — it  may  be  unwarranted  because  I  have  seen 
statements  from  the  staff,  and  I  have  talked  to  the  staff  atx}ut  a 
clear  interpretation  of  what  is  in  there  with  respect  to  service  fees. 
But  unfortunately,  we  believe  that  the  current  language  in  the  bill 
is  so  broad  that  literally,  the  entire  expense  of  the  CFTCs  budget 
could  be  borne  by  the  trading  public  and  the  industry.  And  as  you 
know,  the  industry  already  bears  a  signiiicant  portion  of  cost 
through  all  of  their  development  expenses  in  terms  of  coming  up 
with  the  best  possible  products  to  protect  the  investing  public.  NFA 
gets  80  percent  of  its  $26  million  budget,  approximately,  from  serv- 
ice fees  on  the  public. 

But  1  think  it  was  made  relatively  clear  in  the  session  yesterday 
afternoon  that  what  the  bill  is  really  talking  about  is  taking  the 
baseline  of  the  CFTC's  budget,  moving  it  up  every  year  to  where  it 
would  normally  be,  eind  then  the  expenses  that  are  incurred  over 
and  above  that  in  order  to  do  additioneil  surveillance  on  the  floor 
would  be  the  cost  that  you  would  wEint  passed  on  in  terms  of  serv- 
ice charges. 

I  don't  think  that  was  relatively  clear  to  any  of  us  until  the  ses- 
sion in  the  afternoon— although  I  must  admit  in  all  honesty  that  in 
my  conversations  with  Ken  Ackerman,  for  example,  that  that  is 
the  way  I  have  understood  it  and  that  is  the  way  we  believe  it. 

I  think  the  industry  is  willing  to  bear  its  fair  share  of  cost  as  we 
do  with  NFA.  We  have  taken  over  from  the  CPTC  an  enormous 
amount  of  responsibilities  in  terms  of  compliance  eictivities  on  a 
huge  segment  of  the  population  in  the  futures  industry  and  by 
doing  registration  eictivities.  But  we  want  to  make  certain  that  it  is 
very  clear  just  what  those  narrow  additional  expenses  are  that  we 
are  picking  up,  and  I  think  yesterday's  session  helped  to  clarify 
that. 

Senator  Hefun.  Would  anybody  else  like  to  comment? 

Mr.  LiND.  Well,  this  issue  is  too  politiceil  for  me  in  reality,  but 
from  what  I  just  heard,  if  you  are  talking  about  the  exchanges  or 
the  public  paying  for  surveillance  on  the  floor— I  mean,  if  there  are 
going  to  be  people  around  to  monitor  what  is  going  on  on  the 
floor — then  it  is  no  longer  a  political  issue;  now  it  is  an  issue  that 
affects  my  customers,  and  I  would  be  most  in  favor  of  that. 

I  think  that  if  you  are  talking  about  the  types  of  sums  that 
would  be  reeisonable,  I  think  the  exchfinges  can  certainly  afford  to 

y  for  that.  I  wouldn't  like  to  see  my  customers  pay  for  it,  al- 
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though  they  pay  for  it  indirectly  in  the  clearing  fees  that  they  pay 
the  exchanges  in  that  regard. 

On  that  basis,  1  would  like  the  payment  of  that  to  come  from  the 
exchanges,  and  if  they  have  to  raise  clearing  fees,  then  they'll  get 
the  income  in  that  regard. 

But  I  certainly  would  be  in  favor  of  that  type  of  surveillance.  I 
would  also  be  in  favor  of  camera  surveillance  on  the  floor. 

Mr.  Daugard.  Some  of  the  arguments  here,  Senator,  relate  to 
just  exactly  how  these  fees  should  be  assessed,  and  on  the  theory 
that  the  public  customer  and  the  FCM's  are  essentially  supporting 
the  NFA  to  the  tune  of,  what,  90  percent,  there  has  been  an  ex- 
pression that  if  the  additional  costs  involved  for  the  CFTC  are 
indeed  to  monitor  activities  of  the  floor  trader  thai  perhaps  these 
new  fees  should  be,  as  Beury  suggested,  borne  by  the  floor  commu- 
nity Emd  the  exctutnge. 

I  think  that  in  theory,  that  may  make  sense.  On  the  other  hand, 
a  significant  number  of  the  traders  on  the  floor,  as  I  understand  it, 
are  called  "scalpers",  who  are  in  there,  adding  liquidity  by  taking  a 
tick  here  and  a  tick  there.  And  if  any  kind  of  meaningful  fee  were 
assessed  to  the  scalper,  it  is  possible  that  the  scalper  wouldn't  be 
able  to  scalp  anymore,  £md  therefore  we  have  to  know  just  exactly 
how  much  liquidity  the  market  would  lose.  In  that  context,  I  think 
perhaps  a  study,  which  others  have  suggested  and  I  think  is  even 
part  of  the  House  bill,  might  be  a  better  solution  rather  than  just 
taking  an  arbitrary  amount  now  to  attempt  to  alleviate  the 
burden. 

Mr.  Isaacson.  I  think  that  probably  commodity  trading  advisors 
and  pool  operators  represent  anywhere  from  20  to  50  [>ercent  of  the 
retail  business  on  the  floor,  and  by  and  large  we  don't  have  any 
problem  with  the  executions.  We  don't  want  any  extra  fees.  We  are 
happy  with  what  the  NFA  is  doing,  and  we  feel  that  the  problems 
on  the  floor,  the  indictments,  were  just  a  minority,  a  smsill  portion 
of  the  people  who  were  down  there. 

Senator  Hefun.  Let  me  ask  you  about  the  audit  trail  technolc^. 
The  futures  industry  has  committed  itaelf  to  developing  this  tech- 
nology. Of  course,  as  I  understand  it,  it  is  probably  going  to  take  3 
years  to  anticipate  developing  it.  What  type  of  monitoring  role 
should  the  CfTC  play  in  that  development  to  determine  wheuier  it 
can  be  effective  smd  to  have  input  relative  to  the  development  of 
the  technology? 

Mr.  WiLMOUTH.  I  think  again,  listening  to  the  conversations  yes- 
terday and  the  testimony  yesterday,  that  total,  100  percent  verifica- 
tion on  an  audit  trail  basis  is  something  that  may  be  almost  impos- 
sible to  achieve.  The  exchanges,  peuiricularly  the  two  lai^gest  ones, 
as  we  heard  yesterday,  have  committed  at  least  $5  million  to  the 
development  of  some  hand-held  terminals  and  some  way  to  get 
better  verification  and  a  better  audit  trail. 

T^e  concern  that  I  think  everybody  in  the  industry  expresses  is 
that  this  is  new  technology,  it  is  being  developed,  and  we  are  just 
not  certain  how  fast  and  how  soon  it  can  be  developed. 

What  we  have  said,  I  believe^  and  what  we  would  like  to  e  ac- 
complished is  that  as  we  b^in  to  develop  this  technolo  '  that 
there  be  some  check  points  on  us;  that  at  the  end  of  a  y  or  2 
years  or  whatever  the  period  is,  the  exchanges  report  pro 
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the  CFTC— I  think  someone  also  mentioned  the  GAO — who  keeps 
track  of  what  is  going  on  and  does  not  try  to  force  us  into  an  im- 
possible poeition  of  trying  to  achieve  something  that  may  be  tech- 
nol(»ically  impossible  in  view  of  the  tjiie  of  business  that  we  have. 
But  I  think  we  are  perfectly  willing  in  the  industry  to  support  the 
development,  gradually,  of  a  Bystem  that  will  give  everyone  100 
percent  confidence  in  an  audit  trail. 

Mr.  Damgard.  We  have  long  believed  at  the  FIA  that  an  ^i- 
hanced  audit  trail  is  the  answer  to  many  of  the  problems  that  have 
surfaced  over  the  last  6  months.  We  fulw  believe  that  an  enhanced 
audit  trail  combined  with  some  sort  of  surreptitious  surveillance 
will  act  as  a  necessary  deterrent  to  prevent  any  further  fraud  from 
occurring  as  it  did  before  on  the  floors  of  the  exchange. 

We  would  point  out,  as  an  earlier  witness  did,  that  we  are  un- 
aware of  whether  or  not  GAO  visited  any  of  the  brokerage  houses 
in  their  efforts  to  come  up  with  a  report  to  this  commi^ee.  "Hie  ex- 
changes I  think  made  fairly  eloquent  arguments  when  they  were 
on  about  the  difficulty  in  meeting  all  these  audit  trail  standards, 
particularly  the  four  separate  time  stamps. 

The  "independent,  precise  and  complete"  Umguage  that  is  in  the 
bill  needs  clarification  from  the  standpoint  of  whether  or  not  a  bro- 
kerage firm  that  has  a  broker  employee  on  the  floor  who  receives 
an  order  standing  in  his  booth  can  time  stamp  the  order  himself,  if 
it  is  the  exchange's  time  stamp,  and  meet  the  test  that  the  time  is 
"independently'  recorded.  Do  we  have  to  have  an  exchange  em- 
pltnree  standinig  next  to  the  brokerage  employee  to  time  stamp  the 
enter  on  arrival?  I  think  a  lot  of  these  problems  will  go  away  in 
the  2  or  3  years  that  it  is  going  to  take  to  develop  a  hand-held  ter- 
minal. During  that  period,  I  think  the  CFTC  will  have  to  take  a 
very  active  role  in  working  with  the  excheuiges  to  make  sure  that 
we  get  through  this  period  so  that  there  are  no  other  "black  eyes" 
suffered  by  the  industry. 

Mr.  LiND.  I  would  like  to  add,  if  I  may,  that  the  biggest  problem 
with  audit  trail  isn't  when  did  the  order  get  filled,  m  retuity,  we 
know  today  very  well  what  time  the  order  was  filled,  find  we  Know 
that  independently  because  there  is  a  time  eind  sales  recordation  of 
that,  and  that  the  audit  program  is  very  good  at  telling  ua  this.  I 
mean,  we  may  have  two  choices,  but  they  are  not  that  far  apart. 
But  the  problem  is  why  do  they  get  filled  at  that  particular 
moment.  Why  didn't  it  get  filled  sooner?  Why  didn't  it  get  filled 
later?  It  should  never  be  later,  but  sometimes  it  looks  fiinny  in  that 


Ne  don't  need  a  time  stamp  after  a  broker  fills  an  order.  That  is 
definitely  going  to  slow  down  the  sj^tem;  that  could  break  the 
^stem.  In  an  active  market,  a  broker  may  fill  15  orders  with  one 
open  outcry  shout.  He  may  have  100  carcu  to  buy  off  15  different 
orders,  and  he  bids  it  for  a  price,  and  someone  says  "Sold";  he  can't 
go  stamp  those  15  orders.  And  the  pit  is  not  big  enough  for  us  to 
nave  someone  take  them  from  him,  because  then  he's  got  to  get 
them  back,  and  what  if  em  order  gets  lost?  There  are  a  lot  of  prob- 
lems. But  that  isn't  necessary,  that's  not  what  we  need. 

The  biggest  question  that  we  have  is  when  did  he  get  the  order. 

Th    's  what  our  problem  is  today.  What  exact  moment  in  time  did 

broker  get  the  order?  That's  the  key  ingredient  to  a  better 
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audit  trail.  That  is  what  will  solve,  as  far  as  I'm  concerned,  all  of 
the  problems,  because  that  takes  this  window — right  now,  we  have 
this  window — if  I  get  an  order  at  8  in  the  morning  on  the  floor,  I 
don't  know  whether  it  is  8:01  and  30  seconds,  or  8:01  and  20  sec- 
onds— I  don't  know  ^cactly  when  it  got  into  the  broker's  hands.  I 
have  to  give  it  tu  a  runner;  he's  got  to  take  it  to  a  clerk;  the  clerk 
has  got  to  give  it  to  the  broker;  he  may  be  busy 

Senator  BoscHwrrz.  But  there  is  a  stamping  requirement  now,  as 
I  understand  it. 

Mr.  LiND.  There  is  a  stamping  requirement.  When  I  get  that 
order  at  exactly  8,  I  stamp  it.  The  next  stamping  requirement  is 
when  it  gets  back  to  my  desk. 

Senator  Hefun.  Well,  how  do  you  enforce  it? 

Mr.  LiNn.  I  don't  understand  that,  Senator. 

Senator  Heflin.  You  say  that  that's  a  problem.  If  it  is  a  prdi)lem 
and  they  don't  stamp  it,  or  they  don't  do  it,  how  do  you 

Mr.  Ijnd.  No,  no,  no.  It  is  done.  The  problem  is— I'm  not  making 
myself  clear,  obviously — the  problem  is  that  the  window  that  we 
have — what  we  need  to  get  a  better  idea  of  is  exactly  when  the 
broker  got  the  order,  because  we  don't  know  how  long  it  takes  from 
my  desk  on  the  floor  to  get  into  the  broker's  hands  from  the  time  it 
leaves  there.  If  we  solve  that,  then  we  will  have  solved  the  major 
problem  to  the  audit  trail,  because  then  I  wUl  be  able  to  tell  you 
within  20  or  30  seconds  of  when  that  order  should  be  filled.  And 
that  is  precisely  what  the  exchemges  endeavor  is  going  to  be  part  of 
this  whole  audit  prt^ram,  and  they  have  been  working  on  one  for 
severed  years. 

The  Chairman  [presiding].  Weren't  they  doing  some  research  on 
hand-held  technology  even  before  the  Chicago  indictments,  or  any- 
thing else,  ceune  out? 

Mr.  LiND.  Right.  This  is  bringing  the  computer  into  the  pit  with 
open  outcry,  where  we  will  have  fin  exact  knowledge  of  when  Uie 
order  got  to  the  pit.  In  that  regard,  when  they  started  this,  the 
hand-held  operation  of  this  was  out  of  the  question.  And  they  are 
still  talking  about  taking  it  into  the  pit  with  a  firmly  implanted 
station.  But  of  all  the  things  that  the  exclumge  has  been  doing,  of 
any  of  the  things  that  this  committee  has  asked,  as  far  as  I  am  con- 
cerned for  my  customer,  for  the  benefit  of  my  cust<Hner,  so  I  can 
tell  exactly  what  is  going  on,  there  is  nothing  more  important  than 
my  getting  the  idea  of  exactly  when  that  broker  got  the  order. 
C^ce  I  know  that,  we  have  cut  the  window  down  so  substantially 
that  I  think  the  very,  very  vast  m^orily  of  our  jM^blems  are 
solved. 

Senator  Hefun.  Well,  stamping  doesn't  work  on  it  or  what?  I 
don't  understand  how  you're  going  to  do  it. 

Senator  Boschwitz.  Would  you  yield  for  just  a  moment? 

Senator  Heflin.  I  was  trying  to  get  a  question  answered. 

Senator  Boschwitz.  Fine.  Pardon  me. 

Mr.  LiND.  The  way  the  exchanges  have  programmed  this — and  I 
have  seen  this,  I  have  been  a  part  of  this — is  that  there  will  be  a 
broker  station.  Instead  of  my  runner  running  the  order  in  by  hand, 
on  paper,  into  the  pit,  I  will  be  aWe  to  send  my  order  directly  to 
the  broker  in  the  pit  via  computer.  It  will  independently,  then. 
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record  the  exact  moment  that  it  appeared  in  his  deck.  From  that 
point  in  time,  it  should  not  be  very  loi^  before  that  order  is  filled. 

Right  now,  the  way  it  works,  when  I  take  it  by  hand  to  tiie 
broker,  it  is  liable  to  be  30  seconds,  it  is  liable  to  be  2Vi  minutes 
before  he  fills  that  order.  I  would  like  to  get  that  down  to  where  it 
is  20-30  secondB,  and  this  does  it. 

Senator  Hefun.  The  computer  Eispect  of  it. 

Mr.  LiND.  The  computer  aspect  of  it,  yes. 

Senator  Hkflin.  I  yield  now. 

Senator  BoscHwrra.  I  thank  the  Senator. 

You  have  me  a  little  confused,  Mr.  Lind,  by  talking  about  a 
broker  at  a  desk  and  using  that  term  interchangeably  with  the  guy 
in  the  pit. 

Mr.  Lind.  Yes,  that's  the  issue,  I  think. 

Senator  Bosciiwrrz.  Let  me  try  to  draw  out — I'm  not  quite  sure 
where  you  are  sitting,  but  I  gather  that  you,  Mr.  Lind,  are  sitting 
elsewhere,  and  you  call  the  broker,  who  has  a  phone  near  the  floor, 
Euid  that  broker  signals  to  the  guy  who  is  in  the  pit,  and  it  is  your 
call  to  the  broker  who  then  signals  the  guy  in  the  pit.  You  want  a 
stamp  there;  is  that  correct?  Am  I  expressing  that  accurately? 

Mr.  Lind.  He  is  talking  about  an  arbed  order,  a  hand-flashed 
order.  We're  not  talking  about  that. 

Senator  Boschwttz.  Would  you  describe  that,  Mr.  Wilmouth? 

Mr.  Wilmouth.  Yes,  if  I  may,  I  think  where  the  confusion  is — 
Mr.  Lind  is  the  lai^est  discoimt  futures  broker  in  the  world,  if  I 
understand  correctly.  Orders  flow  into  Banys  office  from  custom- 
ers anywhere  in  the  world,  for  that  matter 

Senator  Boschwitz.  Mr.  Lind's  office  is  a  building  removed  from 
the  floor. 

Mr.  Wilmouth.  He  is  removed  from  the  floor,  that's  right.  What 
he  is  talking  about  is  he  hfis  to  bring  that  order  to  the  floor 

Senator  BoscHwrrz.  By  phone. 

Mr.  Wilmouth  [continiung].  Yes,  by  phone  or  by  messenger,  any 
way  he  wants  to— but  when  it  gets  down  there,  it  goes  to  a  desk 
that  Mr.  Lind  controls;  euid  ftom  there  it  goes  to  somebody  in  the 
pit 

Mr.  Damgabd.  Either  flashed  or  nm. 

Mr.  Wilmouth  [continuing].  E)ither  fleished  or  run — who  has  got 
to  fill  that  order.  And  Barry  wtuits  to  know  when  it  gets  to  that 
guy  or  gal  who  is  going  to  fill  that  order  for  him,  and  that's  the 
most  important  thii^  to  him  in  terms  of  getting  a  time  stamp.  I 
think  that  probably  clarifies  it. 

Mr.  Lind.  That  is  the  only  thing  that  we  need  to  know. 

Senator  Bcschwitz.  I  see.  I  thought  that  the  time  stamp  that  you 
were  looking  for  was  the  guy  on  the  floor,  not  in  the  pit.  Am  I  mis- 
taken in  that;  is  that  correct? 

Mr.  Lino.  Right. 

Senator  Boschwitz.  But  as  I  understand,  does  this  bill  require 
the  pit  trader — and  let's  call  him  that  for  a  moment  rather  than  a 
broker — the  pit  trader  to  record  when  he  receives  the  order  ox 
when  be  fills  the  order?  I  thought  it  was  the  latter. 

Mr.  Wilmouth.  Both,  both  times. 

Mr.  Lind.  It  is  both;  when  he  gets  it  and  right  after  he  fills  it. 

Mr.  Damgard.  By  an  independent  source.  That's  the  key. 
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Senator  Bosch wiTZ.  Well,  an  independent  source  could  be  the 
band-held  computer;  is  that  correct 

Mr.  Damgard.  Correct. 

Senator  BoscHwrrz  [continuing].  In  the  event  that  one  is 
developed. 

Mr.  Damgakd.  Correct.  In  3  years  or  whatever,  the  heind-held 
computer  is  going  to  do  away  with  a  lot  of  these  concerns.  But 
right  now 

Senator  BoscHwnz.  It  has  not  yet  been  developed. 

Mr.  Damgard.  Elxactly. 

Mr.  LiND.  No,  I  beg  to  differ,  if  you're  done.  A  broker — the  trader 
who  fills  the  order  will  not  have  time  sSter  he  has  filled  the  order, 
on  a  hand-held  basis,  to  mark  down  or  record  all  of  the  orders  that 
he  has  filled.  A  good  broker—— 

Senator  Boschwitz.  That's  because  a  pit  trader  may  fill  15  at 
once  is  what  you're  saying. 

Mr.  LiND.  Right.  And  he  also  hfis  to  keep  looking  at  what  is 
coming  up.  I  mean,  good  brokers  fire  getting  orders  all  the  time. 

Senator  BoscHwrrz.  But  he  has  a  card  now,  and  he  has  to  fill  in 
that  card,  does  he  not? 

Mr.  WiLMOUTH.  Yes,  but  he  fills  it  in  frequently  after  he's  done.  I 
have  seen  the  development,  because  I  have  worked  with  some 
people,  of  a  hand-held  device  which  is  about  the  size  of  the  remote 
control  device  on  your  television.  It  works  by  sending  infrared  sig- 
nals to  the  master  computer  of  the  exchange.  What  they  are  tr3ang 
to  do  is  build  into  that  little  hand-held  device  certain  things.  You 
will  build  in  the  actual  commodity  because  you'll  be  in  one  pit;  you 
could  build  in  the  time;  you  could  build  in  other  things. 

What  they  are  hoping  to  do  is  to  just  have  three  touches  that  you 
have  to  make.  One  would  be  qu£uitity — I  am  going  to  buy  five  or 
sell  five — one  would  be  price,  and  you  could  just  use  the  tick,  and 
that's  £dl  you  really  would  need  since  the  master  boards  would  con- 
trol the  ticks;  and  then  finally,  you  would  need  the  identification  of 
the  opposite  broker. 

The  problem  that  we  see — or  at  least  I  should  say  that  I  see  in 
this— is  that  I  had  watched  for  the  5  years  I  was  president  of  the 
Board  of  Trade  actions  where  a  broker  has  150  to  fiU,  it  is  the  last 
minute  before  the  market  is  going  to  close,  and  he  does  5  with  Sam 
and  4  with  Harry  and  20  with  Pete  and  so  forth  and  so  on.  And 
what  you're  going  to  do,  unfortunately,  even  with  the  most  ad- 
vanced hand-held  terminal  that  I  think  is  possible  in  the  mind  of 
man  today  is  you  are  going  to  slow  that  process  down.  And  if  you 
slow  the  process  down,  then  you  may  not  have  the  liquidity  which 
makes  these  markets  as  exceUent  as  they  are. 

The  Chairman.  Well,  when  you  do  it  now,  you  have  to  write 
something  down. 

Mr.  WiLMOUTH.  But  what  you  do  now.  Senator — find  I  must 
admit  that  it  is  not  100  percent  accurate  to  the  exact  minute — but 
what  you  do  now  is  3'ou  fill  5  and  20  and  10  and  30  Eind  40,  and 
then  when  you've  done  it — ^you  know  who  you  have  done  it  with; 
these  are  experienced  people  in  the  pits — then  they  write  down — I 
did  five  at  a  sixteenth  with  295  or  432  or  "Sam" — they  even  put 
down  identifications  by  name.  And  that  is  the  real  problem  that  we 
see  and  why  I  think 
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The  Chairman.  How  long  does  it  take  a  broker  to  write  that 

down? 

Mr.  WiLMOUTH.  Well,  if  he  is  trading  near  the  close  of  the 
mEU'ket,  and  he  writes  it  after  the  close  of  the  market,  it  probably 
takes  him  a  minute  or  so  to  write  all  the  trades  down.  You  are 
bound  to  slow  trading  down,  and  what  we  have  to  do  is  work  over  a 
period  of  time  to  get  the  system  such  that  you  can  record  trades  as 
fast  eis  possible.  They  are  not  talking  about  depressing  buttons, 
now;  they  are  talking  about  a  touch  system  where  you  just  touch 
some  things,  and  that  is  going  to  speed  it  up.  But  it  needs  develop- 
ment, emd  it's  going  to  take  a  lot  of  money  and  a  lot  of  time  to  ao 
it. 

The  Chairman.  But  what  you're  saying  is  that  you  don't  think, 
at  least  based  on  what  you've  seen  today,  that  it  could  be  done  as 
quickly  as  the  writing. 

Mr.  WuMOUTH.  I  don't  think  so;  I  really  don't,  in  the  busy,  heavy 
markets.  If  you  go  into  some  markets  where  you're  not  as  busy, 
sure  you  can  do  it.  But  you  go  into  the  Tresisury  bond  pit  or  the 
S&P  500— no. 

The  Chairman.  E^specially  last  week. 

Mr.  WiLMOUTH.  Yes,  sir. 

The  Chairman.  What  is  the  longest  that  you  might  go  before  a 
trade  is  written  down  today?  Take  a  day  like  last  Friday,  where  the 
S&P  market  was  obviously  moving  very,  very  rapidly.  What  do  you 
think  would  be  the  longest  one  might  take  to  write  these  tnuies 
down? 

Mr.  WiLMOUTH.  It  depends  upon  how  fast  the  trader  is  and  how 
active  he  is.  And  I've  never  been  a  trader.  I've  done  plenty  of  obser- 
vations, and  Barry  may  be  better-qualified  to  answer  this  question 
than  I  am.  But  it  seems  to  me  that  most  of  them  that  are  spread- 
ii^  their  orders  out  by  doing  20,  40  or  50  with  each  person,  as  soon 
as  they've  done  it — and  they've  probably  done  it  in  a  matter  of  30 
seconds  or  less — then  take  the  time  to  write  down  the  trade,  then 
go  right  back  emd  do  some  more.  It  is  not  a  long  period  of  time. 

Senator  BoscHwrrz.  There  is  a  1-minute  rule  suggested  in  this 
bill,  and  that  is  a  rule  that  the  exchanges  feel  they  can  comply 
with,  as  I  understand  it. 

Mr.  WiLMOtTTH.  Yes,  I  think  that's  correct. 

Mr.  LiND.  Which  1-minute  rule  are  you  talking  about?  After  the 
filling  of  the  order? 

Senator  Boschwitz.  Yes. 

Mr.  LiND.  I  can't  speak  for  the  exchanges  by  any  means,  but  I 
cannot  conceive  of  how  a  broker  at  all  times  is  going  to  be  able 

Mr.  WiLMOUTH.  That's  the  key — at  all  times. 

Mr.  LiND  [continuing].  Endorse  that.  I  mean,  when  a  market  is 
busy,  the  important  thing  is  to  get  the  order  filled.  And  as  soon  as 
he  nils  that  order,  he  has  to  probably  go  on  to  the  next  order.  And 
he  isn't  going  to  endorse  these  orders  until  he  gets  enough  time  to 
where  it  quiets  down  or  until  he  can  turn  his  deck  over  to  some- 
body else  that  is  part  of  his  association  so  he  can  go  and  endorse  all 
that  paper.  And  Uiere  is  no  physical  way  that  I  believe,  without 
breaking  the  system,  that  you  can  force  someone  to  endorse  it 
within  a  minute. 


cibv  Google 


613 

But  let  me  go  back  for  a  moment  to  what  the  exchange  is  in  the 
process  of  developing  that  will  solve  that  problem. 

Senator  Boschwttz.  Yes. 

Mr.  LiND.  On  this  broker  stati(Hi  that  is  being  worked  out  that 
will  be  in  the  pit  where  I  will  be  able  to  send  my  order  directly 
from  my  office  into  the  filling  broker  in  the  pit.  That  will  give  us 
the  record  of  when  he  got  it,  exactly  to  the  second. 

Senator  BoscHwnz.  There  is  now  a  st«p  in  between  that;  is  that 
correct? 

Mr.  LiND.  Right  now,  the  way  it  works  is  I  send  that  order  to  the 
floor  of  the  exchange  to  a  desk  that  I  have;  I  record  that  at  my 
desk  when  I  get  that  order;  then  I  have  to  run  it  into  the  pit,  and 
that's  what  makes  for  this  period  of  time  that  we  don't  know  when 
an  order  got  iilled. 

Senator  Boschwttz.  And  it  is  your  hope  that  there  will  be  a  com- 
puter that  you  will  be  able  to  go  from  your  office  right  to  the  pit. 

Mr.  LiND.  It's  more  than  a  hope.  We  believe 

Senator  Boschwitz.  That's  what  you  would  like. 

Mr.  LiND  [continuing].  That  the  exchange  has  that  developed — 
maybe  not  be  able  to  do  it  on  a  hsmd-held  basis,  but  it  haa  been 
developed  to  the  extent  certainly  that  we  will  be  able  to  have  this 
in  the  pit — I  don't  know  how  long  it  will  take,  but  I  don't  think  it 
is  all  that  far  away — anyway,  ^at  gives  you  the  time  that  the 
broker  actually  received  it  in  his  deck. 

Now,  we  were  just  talking  about  after  he  fills  the  order  how  it  is 
virtually  impossible  for  him  if  it  is  still  busy  to  endorse  15  pieces  of 
paper  that  he  may  have  had  there  for  a  half-hour  and  finally  got  to 
his  price,  which  is  going  to  take  more  than  a  minute  to  endorse 
anyway.  But  with  this  computer  in  the  deck,  what  he  can  do  now  is 
if  he  has  50  CEirds,  let's  say,  to  buy  at  a  price  of  12,  when  he  buys 
those  50  cards,  he  erases  it  out  of  his  computer.  And  what  that  will 
do  is  that  will  send  a  signal  to  me,  the  brokerage  firm,  that  that 
order  is  filled,  and  it  will  send  a  signal  to  audits  to  what  time  that 
trade  actually  took  place.  That  will  far  exceed  the  benefits  of  emy 
individual  hand-held  time  stamp  that  any  broker  could  possibly 
use — at  least  as  I  can  see  it. 

Senator  Boschwitz.  For  the  sake  of  my  colleagues,  and  I  would 
like  to  BBk  you  for  my  own  edification  as  well — one  of  the  more  in- 
teresting elements  of  yesterday's  testimony  was  Mr.  Meihlmann, 
who  pointed  out  that  on  Sunday  night,  285,000  trades  took  place  on 
the  Chicago  Board  of  Trade  I  believe  in  Treasurys.  They  took  place 
over  a  3V^  hour  period,  and  I  f^red  out  how  many  trades  it  weis 
per  broker  and  so  forth,  emd  Mr.  Mfihlmann  said,  now,  hold  on  a 
minute — ^there's  a  great  concentration  of  trades  particularly  at  the 
outset,  and  there  is  no  perceivable  way  that  simultaneously,  when 
50  or  100  trades  are  taking  place,  that  thus  far  a  computer  hasn't 
been  developed  that  could  handle  it.  And  that  was  the  first  time 
any  international  markets  were  opened  after  the  Friday  drop  of 
190  points. 

Would  you  comment  on  that,  that  great  array  of  orders  that  took 
place,  and  whether  or  not  that  seems  to  be  one  of  the  sticking 
points  with  respect  to  the  computers? 
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I  noticed  when  the  Merc  hit  their  so-called  circuit  breaker,  lots  of 
that  selling  pressure  went  back  to  the  stock  exchange,  and  then 
when  stocks  and  futures  got  out  of  balance,  the  institutions  were  in 
there  buying  the  futures  contracts,  which  many  will  credit  for 
having  reversed  the  190  point  loss  and  moved  the  market  back  up 
80  some-odd  points  the  following  day. 

The  problem  in  1987  was  that  the  institutions  were  no  longer 
able  to  use  index  aihitrage,  and  thus  they  continued  to  sell  in  the 
stock  market  at  a  time  when  they  might  very  well  have  been 
buying  the  future  and  conceivably  could  nave  halted  the  600-point 
drop  at,  say,  150  or  200. 

Senator  BoscHwnz.  Bob,  would  you  also — or  any  one  of  you — 
comment  about  whether  or  not  the  volatility  of  the  market  is  ac- 
centuated or  exacerbated  due  to  the  presence  of  this  pEuiicular 
trading  of  this  index? 

Mr.  WiLMOUTH.  I  think  that's  a  hard  question  to  answer,  but  I 
think  Barry  Lind  hit  the  nail  on  the  head.  One  of  the  things  that  I 
think  we  all  have  to  bear  in  mind  is  if  you  go  back  a  decade  or  two 
decades  ago,  or  back  into  the  fifties,  the  marketplace  was  totally 
different.  We  didn't  have  stock  market  index  contracts  10  years 
ago.  The  institutional  investors  weren't  as  important  as  they  are 
today.  You  didn't  have  program  trading  with  computers  which  are 
able  to  make  these  massive  decisions  and  move  stocks  back  and 
forth  massively.  We  didn't  have  a  stock  market  index. 

We  have  to  begin  to  look  at  the  marketplace  in  a  different  way. 
Yes,  it  probably  does  cause  some  volatilitjy,  but  I  don't  think  that 
vou  necessarily  ban  it  automatically.  I  think  you  study  it  and  you 
begin  to  understand  it. 

And  I  must  tell  you  that  I  think  stock  nuu'ket  index  contracts 
would  not  succeed  to  the  extent  that  they  have  if  there  wasn't  a 
commercial  need  or  use  for  them,  as  John  Damgard  has  pointed 
out,  and  as  I  would  tell  you  is  true  in  most  financial  institutions. 

Senator  Gorton.  The  criticism  isn't  so  much  that  th^  don't  ben- 
efit these  large  institutions;  it  is  that  they  have  exacerbated  or  ac- 
celerated exactly  the  trend  you  set — individuals,  people  who  simply 
want  to  own  shares  out,  because  they  are  the  victims  of  the  success 
of  this 

Mr.  Lind.  But  Senator,  I  don't  think  there  are  any  people  or  very 
many  people  who  use  stock-index  futures  as  a  replacement  for  the 
stock  meirket.  No  one  goes  in  and  decides  they  want  to  buy  S&P 
futures  instead  of  buying  stocks.  That  isn't  what  S&P  futures  are 
used  for  virtusilly  by  anybody. 

Mr.  Damgard.  Actually,  the  little  guy  really  has  his  money  in 
the  mutual  funds  and  pension  funds.  To  the  extent  that  those  insti- 
tutions benefit,  they  are  benefiting  the  shareholders  in  that  mutual 
fund;  to  disadvsmt^e  the  mutual  fund  is  to  disadvfuitage  the  little 
guy  at  the  expense  of  a  John  Klugie  or  someone.  It  is  the  very, 
very  wealthy  individual  investor  today  who  gets  the  attention  of 
his  individual  broker,  in  my  judgment. 

Mr.  WiLMOUTH.  And  changes  have  been  made.  If  I  remember  cor- 
rectly, after  the  last  upheaval  in  the  markets  back  in  October  of 
1987,  the  DOT  system,  the  order  entry  system  of  the  New  York 
Stock  Exchange,  has  been  changed  so  that  when  you  reach  a  cei^ 
tain  number  of  shares  of  stock  that  are  being  treided,  the  individual 
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investor  with  less  than  I  think  it  is  2,000  shares  of  stock  gets  in 
ahead  of  the  big  program  trades.  So  changes  are  being  made  to 
reduce  the  volaHlity  to  the  extent  possible.  But  there  are  new  in- 
struments, they  have  to  be  studied  for  a  long  period  of  time,  par- 
ticularly if  they  serve  a  very  worthwhile  purpose,  which  I  thmk, 
Senator,  you  figree  they  da. 

Mr.  LiND.  I  think  the  reason  for  the  circuit  breakers  after  the 
crash  in  1987  was  just  that.  The  volatility  of  whichever  side  is 
going  down  faster,  we  wanted  to  slow  it  dawn  so  they  could  get 
back  into  proportion.  I  think  there  was  no  question  that  they  cer- 
tainly worked  on  Friday,  and  they  worked  veir  well  on  Monday. 
But  the  basic  theory — first  of  all,  I  would  like  to  comment  on 
Friday,  when  stock-index  futures  went  down  to  their  limit,  which 
w£is  when  the  Dow  was  about  90  lower.  That  did  absolutely  nothing 
to  help  the  Dow  from  going  down.  It  just  kept  continuing  to  fall.  I 
think  it  was  almost  200  lower  when  stock-index  futures  reopened  a 
half-hour  later — it  wasn't  200  lower,  but  it  just  continued.  It  never 
rallied.  So  it  certainly  didn't  adversely  affect  it. 

But  there  are  m£my  mutual  funds,  pension  funds,  that  WEint  to 
sell  blocks  of  stock  that  don't  necessarily  parallel  the  S&P's  or  the 
Dow;  they  just  want  to  get  out  of  certam  stock.  And  the  way  that 
they  can  do  that  is  through  the  arbitrager,  who  is  willing  to  maybe 
add  a  few  stocks  to  that  and  then  do  the  rest  in  stock-index  futures. 
So  instead  of  the  pressure  coming  on  a  few  stocks,  the  pressure 
may  be  absorbed  more  by  the  entire  market,  and  that  is  part  of  the 
theory,  and  that  is  part  of  what  has  made  the  markets  relatively 
liquid,  and  that  is  part  of  what  makes  stock-index  futures  work  as 
an  aid  to  the  stock  market. 

Senator  Boschwitz.  A  final  element  to  that  question,  and  that  is 
in  the  event  that  we  were  not  to  trade  them,  would  others  there- 
upon trade  them  Euid  other  exchanges,  be  it  in  London  or 
Tokyo 

Mr.  LiND.  They  are  waiting.  Senator,  they  are  waiting.  I  remem- 
ber when  all  this  happened,  it  looked  to  me  like  London  was  just 
sitting  there,  hoping  that  we  would  ban  it,  because  they  would 
open  it  the  next  day. 

Mr.  Damgard.  And  Tokyo  and  Osaka  exchanges  have  them  up 
eind  trading  right  now. 

Mr.  WnjaouTH,  They  are  doing  the  same  thing  with  Treasury 
bond  futures.  They  are  going  to  compete  actively  and  a^ressively 
against  the  Chicago  Board  of  Trade  in  Treasury  bond  futures.  We 
have  developed  markets,  and  they  go  Eifter  them,  it  seems. 

Mr.  Damgard.  It  is  a  global  market,  and  that  is  another  reason 
why  we  see  more  volatility.  I  don't  think  it  can  be  pinpointed  on 
any  one  particular  instrument.  We  have  satellites,  and  communica- 
tion is  BO  much  quicker  than  it  used  to  be  that  everybody  can  re- 
ceive information  and  transmit  their  orders  very,  very  quickly. 

Senator  Boschwitz.  Mr.  Chairman,  before  we  proceed,  I  feel  that 
I  owe  an  apology  to  this  panel  smd  the  preceding  panels.  I  had  a 
breakfast  with  Mr.  Greenspan,  or  I  would  have  been  here  for  the 
preceding  panels.  But  I  eun  sorry  to  keep  you  guys  all  overnight  be- 
cause of  my  rather  extensive  series  of  questions  of  yesterday — 
which  I  probably  will  start  up  ageiin  with  this  panel,  Mr.  Chair- 
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fjaughter.] 

Senator  Heflin.  How  about  apologies  to  the  other  members  of 
the  committee? 

Senator  Gorton.  I  have  already  discussed  that  with  him. 

Senator  Bobchwttz.  I  apologize. 

Senator  Heflin.  Let  me  ask  you  a  few  questions.  One  of  the 
issues  that  will  be  confronting  us  is  service  fees.  This  seems  to  be  a 
controversial  issue.  In  the  event  that  these  provisions  are  adopted, 
the  cost  of  monitoring  trading  floors  and  insurance  compliances  by 
the  exchanges — what  is  your  position  on  service  fees,  and  how  can 
it  be  financed  if  service  fees  are  not  used? 

Mr.  WiLMOUTH.  Senator,  let  me  try  and  take  a  crack  at  that  if  I 
can.  I  think  the  concern  that  all  of  us  in  our  industry  express 
about  the  current  bill — it  may  be  unwarreinted  because  I  nave  seen 
statements  from  the  atafT,  and  I  have  talked  to  the  staff  about  a 
clear  interpretation  of  what  is  in  there  with  respect  to  service  fees. 
But  unfortunately,  we  believe  that  the  current  language  in  the  bill 
is  so  broad  that  literally,  the  entire  expense  of  the  CFTC's  budget 
could  be  borne  by  the  trading  public  £ind  the  industry.  And  as  you 
know,  the  industry  already  bears  a  significant  portion  of  cost 
through  all  of  their  development  expenses  in  terms  of  coming  up 
with  the  best  possible  products  to  prot«ct  the  investing  public.  NFA 
gets  80  percent  of  its  |26  million  budget,  approximately,  from  serv- 
ice fees  on  the  public. 

But  I  think  it  was  made  relatively  clear  in  the  session  yesterday 
afternoon  that  what  the  bill  is  resdly  talking  about  is  taking  the 
baseline  of  the  CFTC's  budget,  moving  it  up  every  year  to  where  it 
would  normally  be,  and  then  the  expenses  that  are  incurred  over 
and  above  that  in  order  to  do  additionetl  surveillance  on  the  floor 
would  be  the  cost  that  you  would  want  passed  on  in  terms  of  serv* 
ice  charges. 

I  don't  think  that  was  relatively  clear  to  any  of  us  until  the  ses- 
sion in  the  afternoon — although  1  must  admit  in  all  honesty  that  in 
my  conversations  with  Ken  Ackerman,  for  example,  that  that  is 
^e  way  I  have  understood  it  and  that  is  the  way  we  believe  it. 

1  think  the  industry  is  willing  to  bear  its  fair  share  of  cost  as  we 
do  with  NFA.  We  have  taken  over  from  the  CFTC  an  enormoiis 
eunount  of  responsibilities  in  terms  of  compliance  activities  on  a 
huge  segment  of  the  population  in  the  futures  industry  and  by 
doing  registration  activities.  But  we  want  to  make  certain  that  it  is 
very  clear  just  what  those  narrow  additional  expenses  are  that  we 
are  picking  up,  smd  1  think  yesterday's  session  helped  to  clarify 
that. 

Senator  Heflin.  Would  anybody  else  like  to  comment? 

Mr.  Lino.  Well,  this  issue  is  too  political  for  me  in  reality,  but 
from  what  I  just  heard,  if  you  are  talking  about  the  exchanges  or 
the  public  paying  for  surveillance  on  the  floor — I  mean,  if  there  are 
going  to  be  people  around  to  monitor  what  is  going  on  on  the 
floor — then  it  is  no  longer  a  political  issue;  now  it  is  em  issue  that 
affects  my  customers,  and  I  would  be  most  in  favor  of  that. 

I  think  that  if  you  are  talking  about  the  types  of  sums  that 
would  be  reasonable,  I  think  the  exchanges  can  certainly  afford  to 
~'>v  for  that.  I  wouldn't  like  to  see  my  customers  pay  for  it,  al- 
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though  they  pay  for  it  indirectly  in  the  clearing  fees  that  they  pay 
the  exchanges  in  that  r^ard. 

On  that  basis,  I  would  tike  the  payment  of  that  to  come  from  the 
exchanges,  and  if  they  have  to  raise  clearing  fees,  then  they'll  get 
the  income  in  that  regard. 

But  I  certainly  would  be  in  favor  of  that  type  of  surveillance.  I 
would  also  be  in  favor  of  camera  surveillance  on  the  floor. 

Mr.  Damgard.  Some  of  the  arguments  here,  Senator,  relate  to 
just  exactly  how  these  fees  should  be  assesBed,  and  on  the  theory 
that  the  public  customer  and  the  FCM's  are  essentially  supporting 
the  NFA  to  the  tune  of,  what,  90  percent,  there  has  been  an  ex- 
pression that  if  the  additional  costs  involved  for  the  CFTC  are 
indeed  to  monitor  activities  of  the  floor  trader  thai  perhaps  these 
new  fees  should  be,  as  Barry  suggested,  borne  by  Uie  floor  commu- 
nity and  the  exchange. 

I  think  that  in  theoiy,  that  may  make  sense.  On  the  other  hand, 
a  signiflcant  number  of  the  traders  on  the  floor,  as  I  understand  it, 
are  called  "scalpers",  who  are  in  there,  adding  liquidity  by  taking  a 
tick  here  and  a  tick  there.  And  if  any  kind  of  meaningful  fee  were 
eissessed  to  the  scalper,  it  is  possible  that  the  scalper  wouldn't  be 
able  to  scalp  anyinore,  and  therefore  we  have  to  know  just  exactly 
how  much  liquidity  the  market  would  lose.  In  that  context,  I  think 
perhaps  a  study,  which  others  have  su^ested  and  I  think  is  even 
part  of  the  House  bill,  might  be  a  better  solution  rather  than  just 
taking  an  arbitrary  amount  now  to  attempt  to  alleviate  the 
burden. 

Mr.  Isaacson.  I  think  that  probably  commodity  trading  advisors 
and  pool  operators  represent  anywhere  from  20  to  50  percent  of  the 
retail  business  on  the  floor,  and  by  find  large  we  don't  have  any 
problem  with  the  executions.  We  don't  want  any  extra  fees.  We  are 
nappy  with  what  the  NFA  is  doing,  and  we  feel  that  the  problems 
on  the  floor,  the  indictments,  were  just  a  minority,  a  small  portion 
of  the  people  who  were  down  there. 

Senator  Heflin.  Let  me  ask  you  about  the  audit  trail  technolo^^. 
The  futures  industry  has  committed  itself  to  developing  this  teui- 
nolt^y.  Of  course,  as  I  understand  it,  it  is  probably  going  to  take  3 
years  to  antidlpate  developing  it.  What  type  of  monitoring  role 
should  the  CFTC  play  in  that  development  to  determine  whether  it 
can  be  eflective  and  to  have  input  relative  to  the  development  of 
the  technolt^y? 

Mr.  WiLMOUTH.  I  think  again,  listening  to  the  conversations  yes- 
terday and  the  testimony  y^terday,  that  total,  100  percent  verifica- 
tion on  an  audit  trail  basis  is  something  that  may  be  almost  impos- 
sible to  achieve.  The  exchanges,  particularly  the  two  lai^geet  ones, 
as  we  hefird  yesterday,  have  committed  at  least  $5  million  to  the 
development  of  some  hand-held  terminals  and  some  way  to  get 
better  verificatiDn  and  a  better  audit  trail. 

The  concern  that  I  think  everybody  in  the  industry  expresses  is 
that  this  is  new  technology,  it  is  being  developed,  emd  we  are  just 
not  certain  how  fast  and  how  soon  it  can  be  developed. 

What  we  have  said,  I  believe  and  what  we  would  like  to  j  ac- 
complished is  ^lat  as  we  b^in  to  develop  this  tech  '  that 
there  be  some  check  points  on  us;  that  at  the  end  y«ir  or  2 
years  or  whatever  the  period  ia,  the  exchanges  rep<    .  *«> 
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[Laughter.] 

Senator  Hefun.  How  about  apol(^es  to  the  other  members  of 
the  committee? 

Senator  Gorton.  I  have  already  discussed  that  with  him. 

Senator  BoscHWrrz.  I  apologize. 

Senator  Hefun.  Let  me  eisk  you  a  few  questions.  One  of  the 
issues  that  will  be  confronting  us  is  service  fees.  This  seems  to  be  a 
controversial  issue.  In  the  event  that  these  provisions  are  adopted, 
the  cost  of  monitoring  trading  floors  and  insurimce  compliances  by 
the  exchanges — what  is  your  position  on  service  fees,  and  how  can 
it  be  financed  if  service  fees  are  not  used? 

Mr.  WiLMOUTH.  Senator,  let  me  try  ftnd  take  a  crack  at  that  if  I 
can.  I  think  the  concern  that  all  of  us  in  our  industi?  express 
about  the  current  bill — it  may  be  unwarranted  because  I  have  seen 
statements  from  the  staff,  emd  I  have  talked  to  the  staff  about  a 
clear  interpretation  of  what  is  in  there  with  respect  to  service  fees. 
But  unfortunately,  we  believe  that  the  current  language  in  the  bUl 
is  so  broad  that  literally,  the  entire  expense  of  the  CFTC's  budget 
could  be  borne  by  the  trading  public  and  the  industry.  And  as  you 
know,  the  industry  already  bears  a  significEmt  portion  of  cost 
through  all  of  their  development  expenses  in  terms  of  coming  up 
with  the  best  possible  products  to  protect  the  investing  public.  NFA 
gets  80  percent  of  its  $26  million  budget,  approximately,  from  serv- 
ice fees  on  the  public. 

But  I  think  it  was  made  relatively  clear  in  the  session  yesterday 
afternoon  that  what  the  bill  is  resilly  talking  about  is  taking  the 
baseline  of  the  CFTC's  budget,  moving  it  up  every  year  to  where  it 
would  normally  be,  and  then  the  expenses  that  Eu*e  incurred  over 
and  above  that  in  order  to  do  additional  surveiUemce  on  the  floor 
would  be  the  cost  that  you  would  want  passed  on  in  terms  of  serv- 
ice  charges. 

I  don't  think  that  was  relatively  clear  to  any  of  us  until  the  ses- 
sion in  the  afternoon — although  I  must  admit  in  all  honesty  that  in 
my  conversations  with  Ken  Ackerman,  for  example,  that  that  is 
the  way  I  have  understood  it  emd  that  is  the  way  we  believe  it. 

I  think  the  industry  is  willing  to  bear  its  fair  share  of  cost  as  we 
do  with  NFA.  We  have  taken  over  from  the  CFTC  an  enormous 
amount  of  responsibilities  in  terms  of  compliance  activities  on  a 
huge  segment  of  the  population  in  the  futures  industry  and  l^ 
(kiing  registration  activities.  But  we  want  to  make  certain  that  it  is 
very  clear  just  what  those  narrow  additional  expenses  are  that  we 
are  picking  up,  and  I  think  yesterday's  session  helped  to  clarify 
that. 

Senator  Hefun.  Would  anybody  else  like  to  comment? 

Mr.  LiND.  Well,  this  issue  is  too  political  for  me  in  reality,  but 
from  what  I  just  heard,  if  you  are  talking  about  the  exchanges  or 
the  public  paying  for  surveillance  on  the  floor— I  mean,  if  there  are 
going  to  be  people  around  to  monitor  what  is  going  on  on  the 
floor — then  it  is  no  longer  a  political  issue;  now  it  is  an  issue  that 
aflects  my  customers,  find  I  would  be  most  in  favor  of  that. 

I  think  that  if  you  are  talking  about  the  types  of  sums  that 
would  be  reasonable,  I  think  the  exchanges  can  certainly  afford  to 
pay  for  that.  I  wouldn't  like  to  see  my  customers  pay  for  it,  al- 
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though  they  pay  for  it  indirectly  in  the  clearing  fees  that  they  pay 
the  exchanges  in  that  regard. 

On  that  basis,  I  would  like  the  payment  of  that  to  come  from  the 
exchanges,  and  if  they  have  to  raise  clearing  fees,  then  they'll  get 
the  income  in  that  r^ard. 

But  I  certainly  would  be  in  favor  of  that  type  of  surveillance.  I 
would  also  be  in  favor  of  camera  eurveillfuice  on  the  floor. 

Mr.  Damgard.  Some  of  the  arguments  here,  Senator,  relate  to 
just  exactly  how  these  fees  should  be  assessed,  and  on  the  theory 
that  the  public  customer  and  the  FCM's  are  essentiedly  supportii^ 
the  NFA  to  the  tune  of,  what,  90  percent,  there  has  been  an  ex- 
pression that  if  the  additional  costs  involved  for  the  CFTC  are 
indeed  to  monitor  activities  of  the  floor  trader  thai  perhaps  these 
new  fees  should  be,  as  Barry  suggested,  borne  by  the  floor  commu- 
nity and  the  exchange. 

I  think  that  in  theory,  that  may  make  sense.  On  the  other  hand, 
a  s^ificant  number  of  the  traders  on  the  floor,  as  I  understand  it, 
are  called  "scalpers",  who  are  in  there,  adding  liquidity  by  taking  a 
tick  here  and  a  tick  there.  And  if  any  kind  of  meaningfid  fee  were 
assessed  to  the  scalper,  it  is  possible  that  the  scalper  wouldn't  be 
able  to  scalp  anymore,  and  therefore  we  have  to  know  just  exactW 
how  much  liquidity  the  market  would  lose.  In  that  context,  I  thitu. 
perhaps  a  study,  which  others  have  suggested  and  I  think  is  even 
part  of  the  House  bill,  might  be  a  better  solution  rather  than  just 
taking  an  arbitrfuy  eunount  now  to  attempt  to  alleviate  the 
burden. 

Mr.  Isaacson.  I  think  that  probably  commodity  trading  advisors 
and  pool  operators  represent  anywhere  from  20  to  50  percent  of  ^e 
retail  business  on  the  floor,  emd  by  and  large  we  don't  have  any 
problem  with  the  executions.  We  don't  want  any  extra  fees.  We  are 
happy  with  what  the  NFA  is  doing,  and  we  feel  that  the  problems 
on  the  floor,  the  indictments,  were  just  a  minority,  a  small  portion 
of  the  people  who  were  down  there. 

Senator  Hefun.  Let  me  ask  you  about  the  audit  trail  technolt^. 
The  futures  industry  has  committed  itself  to  developing  this  tech- 
nology. Of  course,  eis  I  understand  it,  it  is  probably  going  to  take  3 
years  to  anticipate  developing  it.  What  type  of  monitoring  role 
should  the  CFTC  play  in  that  development  to  determine  whettier  it 
can  be  effective  and  to  have  input  relative  to  the  development  of 
the  technology? 

Mr.  WiLMOUTH.  I  think  ageun,  listening  to  the  conversations  yes- 
terday and  the  testimony  yesterday,  that  total,  100  percent  verifica- 
tion on  an  audit  trail  basis  is  something  that  may  be  almost  impos- 
sible to  achieve.  The  exchanges,  particularly  the  two  largest  ones, 
as  we  heard  yesterday,  have  committed  at  least  $5  million  to  the 
development  of  some  hand-held  terminals  and  some  way  to  get 
better  verification  and  a  better  audit  trail. 

The  concern  that  I  think  everybody  in  the  industry  expresses  is 
that  this  is  new  technology,  it  is  being  developed,  and  we  are  just 
not  certain  bow  fast  smd  how  soon  it  can  be  developed. 

What  we  have  said,  I  believe^  and  what  we  would  like  to  see  ac- 
complished is  that  as  we  begin  to  develop  this  technology  that 
there  be  some  check  points  on  us;  that  at  the  end  of  a  year  or  2 
years  or  whatever  the  period  is,  the  exchanges  report  probably  to 
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the  CFTC — I  think  someone  also  mentioned  the  GAO — who  keeps 
track  of  what  is  going  on  and  does  not  try  to  force  us  into  an  im- 
possible  position  of  t^dng  to  achieve  something  that  may  be  tech- 
nolwically  impossible  in  view  of  the  type  of  business  that  we  have- 
But  I  think  we  are  [>erfectly  willing  in  the  industry  to  support  the 
development,  gradually,  of  a  system  that  will  give  everyone  100 
percent  confidence  in  an  audit  trail. 

Mr.  Damgard.  We  have  long  believed  at  the  FIA  that  an  en- 
hanced audit  trail  is  the  answer  to  many  of  the  problems  that  have 
surfaced  over  the  last  6  months.  We  full^  believe  that  an  enhanced 
audit  trail  combined  with  some  sort  of  surreptitious  surveillance 
will  act  as  a  nQcessaiy  deterrent  to  prevent  any  further  fraud  from 
occurring  as  it  did  before  on  the  floors  of  the  exchange. 

We  would  point  out,  as  an  earlier  witness  did,  that  we  are  un- 
aware of  whether  or  not  GAO  visited  any  of  the  brokerage  houses 
in  their  efforts  to  come  up  with  a  report  to  this  committee.  The  ex- 
changes I  think  made  fairly  eloquent  arguments  when  they  were 
on  about  the  difficulty  in  meeting  all  these  audit  trail  standards, 
particularly  the  four  separate  time  stamps. 

The  "independent,  precise  and  complete"  limguage  that  is  in  the 
bill  needs  clarification  from  the  standpoint  of  whether  or  not  a  bro- 
kerage firm  that  has  a  broker  employee  on  the  floor  who  receives 
em  order  standing  in  his  booth  can  time  stamp  the  order  himself,  if 
it  is  the  exchange's  time  stamp,  and  meet  the  test  that  the  time  is 
"independently'  recorded.  Do  we  have  to  have  an  exchange  em- 
ployee standiiig  next  to  the  brokereige  employee  to  time  stamp  ^e 
order  on  arrival?  I  think  a  lot  of  these  problems  will  go  away  in 
the  2  or  3  years  that  it  is  going  to  take  to  develop  a  hand-held  tei^ 
minal.  During  that  period,  I  think  the  CFTC  wUl  have  to  take  a 
very  active  role  in  working  with  the  exchanges  to  make  sure  that 
we  get  through  this  period  so  that  there  are  no  other  "black  eyee" 
suffered  by  the  industry. 

Mr.  LiND.  I  would  like  to  add,  if  I  may,  that  the  biggest  prdt>lem 
with  audit  trail  isn't  when  did  the  order  get  filled,  m  reuity,  we 
know  today  very  well  what  time  the  order  was  filled,  and  we  know 
that  independently  because  there  is  a  time  emd  sales  recordation  of 
that,  and  that  the  audit  program  is  very  good  at  tellic^  us  this.  I 
mean,  we  may  have  two  choices,  but  they  are  not  that  far  apart. 
But  the  problem  is  why  do  they  get  filled  at  that  particular 
moment.  Why  didn't  it  get  filled  sooner?  Why  didn't  it  get  filled 
later?  It  should  never  be  later,  but  sometimes  it  looks  funny  in  that 


B  don't  need  a  time  stamp  afW*  a  broker  fills  an  order.  That  is 
definitely  going  to  slow  down  the  system;  that  could  break  the 
system.  In  an  active  market,  a  broker  may  fill  15  orders  with  one 
open  outcry  shout.  He  may  have  100  cards  to  buy  off  15  different 
orders,  and  he  bids  it  for  a  price,  and  someone  says  "Sold";  he  can't 
go  stamp  those  15  orders.  And  the  pit  is  not  big  enough  for  us  to 
have  someone  take  them  from  him,  because  then  he's  got  to  get 
them  back,  and  what  if  an  order  gets  lost?  There  are  a  lot  of  prob- 
lems. But  that  isn't  necessary,  that's  not  what  we  need. 

The  biggest  question  that  we  have  is  when  did  he  get  the  order. 
That's  what  our  problem  is  today.  What  exact  moment  in  time  did 
the  broker  get  ttie  order?  That's  the  key  ingredient  to  a  better 
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audit  trail.  That  is  what  will  solve,  as  far  as  I'm  concerned,  all  of 
the  problems,  because  that  takes  this  window — right  now,  we  have 
this  window — if  I  get  an  order  at  8  in  the  morning  on  the  floor,  I 
don't  know  whether  it  is  8:01  and  30  seconds,  or  8:01  and  20  sec- 
onds— 1  don't  know  exactly  when  it  got  into  the  broker's  hands.  I 
have  to  give  it  ti7  a  runner;  he's  got  to  take  it  to  a  clerk;  the  clerk 
has  got  to  give  it  to  the  broker;  he  may  be  busy 

Senator  BoscHWrrz.  But  there  is  a  stamping  requirement  now,  as 
I  understand  it. 

Mr.  LiND.  There  is  a  stamping  requirement.  When  I  get  that 
order  at  exactly  8,  I  stamp  it.  The  next  stamping  requirement  is 
when  it  gets  back  to  my  desk. 

Senator  Heflin.  Well,  how  do  you  enforce  it? 

Mr.  Lino.  I  don't  understand  that.  Senator. 

Senator  Hefun.  You  say  that  that's  a  problem.  If  it  is  a  problem 
and  they  don't  stamp  it,  or  they  don't  do  it,  how  do  you 

Mr.  LiND.  No,  no,  no.  It  is  done.  The  problem  is — I'm  not  making 
myself  clear,  obviously — the  problem  is  that  the  window  that  we 
have — what  we  need  to  get  a  better  idea  of  is  exactly  when  the 
broker  got  the  order,  because  we  don't  know  how  long  it  takes  from 
my  desk  on  the  floor  to  get  into  the  broker's  hands  from  the  time  it 
leaves  there.  If  we  solve  that,  then  we  will  have  solved  the  major 
probl»n  to  the  audit  trail,  because  then  I  will  be  able  to  tell  you 
within  20  or  30  seconds  ol  when  that  order  should  be  filled.  And 
that  is  precisely  what  the  exchanges  endeavor  is  going  to  be  part  of 
this  whole  audit  pn^ram,  and  they  have  been  working  on  one  for 
several  yeeuTS. 

The  Chairman  [presiding].  Weren't  they  doing  some  research  on 
hand-held  technology  even  before  the  Chicago  indictments,  or  emy- 
thing  else,  came  out? 

Mr.  LiND.  Right.  This  is  bringing  the  computer  into  the  pit  with 
open  outcry,  where  we  will  have  an  exact  knowledge  of  when  the 
order  got  to  the  iHt.  In  that  regard,  when  they  started  this,  the 
hand-held  operation  of  this  was  out  of  the  question.  And  they  are 
still  talking  about  taking  it  into  the  pit  with  a  firmly  implanted 
station.  But  of  all  the  things  that  the  exchange  has  been  doing,  of 
any  of  the  things  that  this  committee  has  asked,  as  far  as  1  am  con- 
cerned for  my  customer,  for  the  benefit  of  my  customer,  so  I  can 
tell  exactly  what  is  going  on,  there  is  nothing  more  important  than 
my  getting  the  idea  of  exactly  when  that  broker  got  the  order. 
Once  I  know  that,  we  have  cut  the  window  down  so  substantially 
that  I  think  the  very,  very  vast  majority  of  our  problems  are 
solved. 

Senator  Heflin.  Welt,  stamping  doesn't  work  on  it  or  what?  I 
don't  understand  how  you're  going  to  do  it. 

Senator  Boschwitz.  Would  you  yield  for  just  a  moment? 

Senator  Hbfun.  I  was  trying  to  get  a  question  answered. 

Senator  Boschwitz.  Fine.  Pardon  me. 

Mr.  LiND.  The  way  the  exchanges  have  programmed  this — and  I 
have  seen  this,  I  have  been  a  part  of  this — is  that  there  will  be  a 
broker  station.  Instead  of  my  ruimer  running  the  order  in  by  hand, 
on  paper,  into  the  pit,  I  will  be  aWe  to  send  my  order  direct^  to 
the  broker  in  the  pit  via  computer.  It  will  independently,  then. 
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The  Chairman.  How  long  does  it  take  a  broker  to  write  tiiat 
down? 

Mr.  WiLMOUTH.  Well,  if  he  is  trading  near  the  close  of  the 
market,  and  he  writes  it  after  the  close  of  the  market,  it  probably 
takes  him  a  minute  or  so  to  write  all  the  trades  down.  You  are 
bound  to  slow  trading  down,  and  what  we  have  to  do  is  work  over  a 
period  of  time  to  get  the  system  such  that  you  can  record  trades  as 
fast  as  possible,  l^ey  are  not  talking  about  depressing  buttons, 
now;  they  are  talking  about  a  touch  system  where  you  juat  touch 
some  things,  and  that  is  going  to  speed  it  up.  But  it  needs  develop- 
ment,  and  it's  going  to  take  a  lot  of  money  and  a  lot  of  time  to  do 
it. 

The  Chaibman.  But  what  you're  saying  is  that  you  don't  think, 
at  least  based  on  what  you've  seen  today,  that  it  could  be  done  as 
quickly  aa  the  writing. 

Mr,  WILMOUTH.  I  don't  think  so;  I  really  don't,  in  the  busy,  heavy 
markets.  If  you  go  into  some  markets  where  you're  not  as  bu^, 
sure  you  can  do  it.  But  you  go  into  the  Treasury  bond  pit  or  the 
S&P  500— no. 

The  Chairman.  Especially  last  week. 

Mr.  WiLMOUTH,  Yes,  sir. 

The  Chairman.  What  is  the  longest  that  you  mi^ht  go  before  a 
trade  is  written  down  today?  Take  a  day  like  last  Pnday,  where  the 
S&P  market  was  obviously  moving  very,  very  rapidly.  What  do  you 
think  would  be  the  longest  one  might  take  to  write  these  trwes 
down? 

Mr.  WiLMOUTH.  It  depends  upon  how  feist  the  trader  is  and  how 
active  he  is.  And  I've  never  been  a  trader.  I've  done  plenty  of  obeer- 
vations,  and  Barry  may  be  better-qualified  to  answer  this  question 
than  I  am.  But  it  seems  to  me  that  most  of  them  that  are  spread- 
ing their  orders  out  by  doing  20,  40  or  50  with  each  person,  as  soon 
as  they've  done  it — emd  they've  probably  done  it  in  a  matter  of  30 
second  or  less — then  take  the  time  to  write  down  the  trade,  then 
go  right  back  and  do  some  more.  It  is  not  a  long  period  of  time. 

Senator  Boschwitz.  There  is  a  l-minute  rule  suggested  in  this 
bill,  and  that  is  a  rule  that  the  exchanges  feel  they  can  comply 
with,  as  I  understand  it. 

Mr.  WiLMOUTH.  Yes,  I  think  that's  correct. 

Mr.  LiND.  Which  l-minute  rule  are  you  talking  about?  After  the 
filling  of  the  order? 

Senator  Boschwitz.  Yes. 

Mr.  LiND.  I  can't  speak  for  the  exchanges  by  any  means,  but  I 
cemnot  conceive  of  how  a  broker  at  all  times  is  going  to  be  able 

Mr.  WiLMOUTH.  That's  the  key — at  all  times. 

Mr.  LiND  [continuing].  Endorse  that.  I  mean,  when  a  market  is 
busy,  the  important  thing  is  to  get  the  order  filled.  And  as  soon  as 
he  fills  that  order,  he  has  to  probably  go  on  to  the  next  order.  And 
he  isn't  going  to  endorse  these  orders  until  he  gets  enough  time  to 
where  it  quiets  down  or  until  he  cein  turn  his  deck  over  to  some- 
body else  that  is  part  of  his  association  so  he  can  go  and  endorse  all 
that  paper.  And  there  is  no  physical  way  that  I  believe,  without 
brealung  the  sj^tem,  that  you  can  force  someone  to  endorse  it 
within  a  minute. 
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But  let  me  go  back  for  a  moment  to  what  the  exchange  is  in  the 
process  of  developing  that  will  solve  that  problem. 

Senator  BoscHwrrz.  Yes. 

Mr.  LiND.  On  this  broker  station  that  is  being  worked  out  that 
will  be  in  the  pit  where  I  will  be  able  to  send  my  order  directly 
from  my  office  into  the  filling  broker  in  the  pit.  That  will  give  us 
the  record  of  when  he  got  it,  exactly  to  the  second. 

Senator  Boschwitz.  There  is  now  a  step  in  between  that;  is  that 
correct? 

Mr.  LiND.  Right  now,  the  way  it  works  is  I  send  that  order  to  the 
floor  of  the  exchange  to  a  d^k  that  I  have;  I  record  that  at  my 
desk  when  I  get  that  order;  then  I  have  to  run  it  into  the  pit,  and 
that's  what  makes  for  this  period  of  time  that  we  don't  know  when 
an  order  got  filled. 

Senator  Boschwitz.  And  il  is  your  hope  that  there  will  be  a  com- 
puter that  you  will  be  able  to  go  from  your  office  right  to  the  pit. 

Mr.  LiND.  It's  more  than  a  hope.  We  believe 

Senator  BoscHwrrz.  That's  what  you  would  like. 

Mr.  LiND  [continuing].  That  the  exchange  has  that  developed — 
maybe  not  be  able  to  do  it  on  a  hand-held  basis,  but  it  has  been 
developed  to  the  extent  certainly  that  we  will  be  able  to  have  this 
in  the  pit — I  don't  know  how  long  it  will  take,  but  I  don't  think  it 
is  all  that  far  away — anj^way,  that  gives  you  the  time  that  the 
broker  actually  received  it  in  his  deck. 

Now,  we  were  ji^t  talking  about  after  he  fills  the  order  how  it  is 
virtually  impossible  for  him  if  it  is  still  busy  to  endorse  15  pieces  of 
paper  that  he  may  have  had  there  for  a  half-hour  and  finally  got  to 
his  price,  which  is  going  to  take  more  than  a  minute  to  endorse 
anyway.  But  with  this  computer  in  the  deck,  what  he  can  do  now  is 
if  he  has  50  cards,  let's  say,  to  buy  at  a  price  of  12,  when  he  buys 
those  50  cards,  he  erases  it  out  of  his  computer.  And  what  that  will 
do  is  that  will  send  a  signal  to  me,  the  brokerage  firm,  that  that 
order  is  filled,  and  it  will  send  a  signal  to  audits  to  what  time  that 
trade  actually  took  place.  That  will  far  exceed  the  benefits  of  any 
individu£il  hand-held  time  stamp  that  any  broker  could  possibly 
use — at  least  as  I  can  see  it. 

Senator  Boschwitz.  For  the  sake  of  my  colleagues,  and  I  would 
like  to  ask  you  for  my  own  edification  as  well — one  of  the  more  in- 
teresting elements  of  yesterday's  testimony  was  Mr.  Mahlmann, 
who  pointed  out  that  on  Sunday  night,  285,000  trades  took  place  on 
the  Chicago  Board  of  Trade  I  believe  in  Treasurys.  They  took  plaice 
over  a  3  V^  hour  period,  and  I  figured  out  how  mfiny  trades  it  was 
per  broker  and  so  forth,  and  Mr.  Mahlmann  said,  now,  hold  on  a 
minute — there's  a  great  concentration  of  trades  particularly  at  the 
outset,  and  there  is  no  perceivable  way  that  simultaneously,  when 
50  or  100  trades  are  taking  place,  that  thus  far  a  computer  hasn't 
been  developed  that  could  handle  it.  And  that  was  the  first  time 
Emy  international  markets  were  opened  after  the  Friday  drop  of 
190  points. 

Would  you  comment  on  that,  that  great  array  of  orders  that  took 
place,  and  whether  or  not  that  seems  to  be  one  of  the  sticking 
points  with  respect  to  the  computers? 
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Mr.  WiLHOUTH.  Well,  if  you  noticed  in  the  Washington  Post  this 
morning,  the  Chicaeo  Board  of  Trade  has  a  full-page  advertisement 
which  talks  about  the  volume  that  did  occur  on  that  evening. 

I  think  what  we  have  to  clariiy  is  the  fact  that  I  beUeve  Mr. 
Mahlmann  was  talking  about  actual  volume  in  the  285,000  con- 
tracts. That  doesn't  necessarily  mean  that  there  were  285,000 
trades.  But  I  think  his  point  is  a  valid  one  in  that  some  of  those 
trades,  probably  the  biggest  bunch  of  them,  occurred  right  at  the 
opening,  because  people  nad  Friday  night,  all  day  Saturday  and  ^1 
day  Sunday  up  until  the  opening  at,  I  Believe,  5:30  in  the  afternoon 
to  decide  what  they  wanted  to  do.  So  there  were  a  bunch  of  open- 
ing orders  that  came  in  at  that  time. 

I  weis  not  present,  and  I  have  not  discussed  it  with  Mr.  Mahl- 
mann's  associates,  but  my  belief  is  very  strong  that  a  number  of 
t^at  285,000  volume  came  in  right  at  the  opening,  and  every  broker 
v/as  trying  to  get  a  fill  at  the  very  same  tune,  find  that's  the  issue 
that  I  thmk  he  was  referring  to,  and  I  think  it  is  a  very  valid  issue. 
But  it  wasn't  285,000  trades;  it  was  285,000  contracts  which  could 
have  been — you  know,  one  trade  could  have  been  for  10  Treasury 
bonds  or  20  or  50  or  something  like  that.  But  the  meiin  point  is  that 
you  bring  all  of  those  in  at  one  time,  the  bell  cleuigs,  the  market 
opens,  and  everybody  is  bidding  for  the  same  thing,  literally,  and 
some  of  those  are  being  done  at  the  same  time,  smd  they  are  being 
marked  down  manueilly.  And  the  computer  would  have  a  very  difn- 
ci^t  time,  I  believe  his  contention  was,  to  try  and  fill  those  at  the 
same  time.  And  I  think  he  is  right. 

Senator  BoscHWiTZ.  Let  me  turn  to  another  issue,  and  that  is  the 
issue  of  dual  trading.  That  seems  to  be  an  issue  that  Senator  Lugar 
at  some  length  asks  what  can  be  the  philosophical  justification  for 
duEil  traidlng.  I  noted  Mr.  Melamed's  answer  was  very  interesting, 
that  dual  trading  takes  place  throughout  all  industry.  And  I  noted 
that  my  father,  who  was  a  stockbroker,  by  that  definition  would 
have  been  a  dual  trader  because  he  traded  for  himself  as  well  as 
for  his  customers,  and  that  people  I  dealt  with  in  the  purchase  of 
lumber  and  plywood  were  dual  traders  because  they  bought  for 
their  own  accounts  and  8i>eculated  on  the  market  and  then  sold  to 
me. 

Most  of  you  have  touched  upon  it  in  your  testimony.  Do  you  feel 
strongly  that  dual  trading  is  something  that  needs  to  be  continued 
for  liquidity  in  the  markets  and  so  forth? 

Mr.  WiLMOUTH.  Yes,  Senator,  I  feel  very  strongly  that  it  should 
be,  and  let  me  give  you  the  reasons  why.  I  think  first  of  all  that  a 
broker  who  is  a  dual  trader  is  a  far  more  knowledgeable  broker 
thfui  somebody  who  is  just  sitting  there,  filling  orders.  After  all,  he 
is  fUling  orders  for  himself,  find  he  is  very  cognizant  of  what  is 
going  on  in  the  market,  and  I  think  he  can  do  a  better  job.  So,  al- 
thot^fh  I  am  not  aillowed  to  participate  in  the  futures  markets  be- 
cause of  my  position,  if  I  did  I  would  rather  deal  with  a  dual 
trader. 

And  I  think  that  a  number  of  surveys  have  been  done  internally 
by  some  lai^e  FCM  firms  which  indicate  that  a  number  (^  their 
customers  want  the  du£il  trader  to  fUl  their  orders. 

The  only  thing  we  have  to  assure — and  we  are  willing  to 
a     ire — is  that  we  can  verify  the  activities  of  a  dual  trader.  And  if 
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you  can  veriiy  his  activities  so  that  you  know  what  he  is  doing, 
then  you  shouldn't  have  any  concern  about  allowing  dual  trading. 

The  second  point  I  would  like  to  make  is  that  in  a  lot  of  the 
smeill,  illiquid  contracts — and  I  have  not,  incidentally,  seen  the 
CFTC  study— but  it  would  still  be  my  belief  that  it  would  be  very 
difficult  to  get  some  contracts  going  if  you  didn't  have  some  traders 
who  are  dual  traders  go  in  there  and  speculate  on  that  contract 
and  be  willing  to  supply  volume  and  thereby  liquidity  to  that 
marketplace. 

The  Chairman.  Excuse  me.  It  is  obvious  that  we  will  not  finish 
this  hearing  this  morning.  I  know  that  the  people  who  are  waiting 
to  testify  have  other  things  that  they  may  well  be  wanting  to  do. 
We  will  reconvene  at  7  a.m.  tomorrow  morning  and  try  to  start 
earlier  bo  that  we  can  finish.  If  this  pEinel  does  not  finish  today,  we 
will  bring  them  in  at  6  tomorrow  morning.  I  know  that  you  are  all 
busy  people,  and  I  know  you  want  to  get  finished,  so  we  will  do  the 
last  panel  at  7  a.m.  tomorrow  morning.  If  they  would  like  to  start 
earlier,  that's  perfectly  all  right  with  me.  I  will  be  here  at  5:30 
under  any  circumstances  and  would  be  glad  to  start  at  that  time. 
But  for  the  convenience  of  some  of  the  staff,  I  was  placing  it  later. 

Senator  Boschwttz.  Mr.  Chairman,  I  don't  think  we're  going  to 
go  on  much  longer — at  least  I  will  not 

The  Chairman.  That's  all  righi.  We  have  to  leave  for  the 

Senator  BoscHwrrz.  Oh,  you  are  goii^  to  go  for  the  President  of 
Korea? 

The  Chairman.  Well,  we  were  going  to  stop  at  10.  We  should 
have  started  earlier  this  morning,  but  that's  not  the  Senator's 
fault.  Take  as  long  as  you  want. 

Senator  Boschwitz.  Well,  are  you  going  to  go  to  the  joint  session 
to  hear  the  President  of  Korea? 

The  Chairman.  A  number  of  people  will.  Let  us  continue  on  with 
this  panel,  but  the  last  panel  we  will  do  at  7  in  the  morning. 

Senator  BoscHwrrz.  Well,  I  saa  happy  to  come  back  at  7  in  the 
morning,  Mr.  Chairman.  I  think  I  have  an  8  or  8:30  breakfast,  so 
that  that  would  fit  in  quite  well. 

The  Chairman.  I  doubt  if  we  would  get  done  by  then.  Maybe  we 
should  metke  it  6:30. 

Senator  Boschwitz.  I  think  that  we  can  just  proceed  with  this 
pemel 

The  Chairman.  I  am  not  trying  to  cut  it  off,  but  we  are  not  going 
to  have  time  to  get  to  the  last  panel,  and  I  don't  want  them  to  have 
to  hang  around. 

Senator  Boschwitz.  Why  don't  we  go  another  20  minutes  with 
this  panel 

The  Chairman.  The  joint  session  is  at  11 

Senator  Boschwitz  [continuing].  And  then  just  go  on  with  the 
next  panel? 

The  Chairman.  Let's  continue  on  with  this,  but  we  will  have  the 
last  panel  at  7  in  the  morning. 

Senator  Boschwitz.  Fine,  Mr.  Chairman.  It  is  your  show,  as  they 
say.  But  there  are  only  three  people  on  that  panel.  I  think  we  wilt 
be  done  with  this  group  at  11  or  a  few  minutes  after,  certainly. 

The  Chairman.  I  do  not  want  to  cut  off  any  Senator.  We  had 
hoped  to  finish  by  10,  and  we  have  added  an  extra  hour.  I  am  doing 
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this  80  that  no  Senator  will  be  cut  off.  I  am  trjring  to  make  sure 
that  every  Senator  has  plenty  of  time  to  ask  questions.  If  we  were 
to  cut  this  hearing  off  at  11,  obviously  there  would  not  be  time  to 
ask  questions.  I  Eim  trying  to  accommodate  Senators  as  long  as  they 
wish  to  ask  questions. 

Senator  BoscHwrrz.  Well,  why  don't  we  go  on  with  panel  5  at  1 1 
or  11:15? 

The  Chairman.  We  cannot,  unfortunately. 

Senator  BoscHwrrz.  Or  this  afternoon,  Mr.  Chairman. 

The  Chairman.  Well,  I  hate  to  give  them  an  indefinite  time. 

Senator  BoscHwrrz.  Well,  let's  give  them  a  definite  time.  I  will 
do,  of  course,  what  the  chairman  wishes. 

Let  me  Eisk — I  don't  quite  understand 

The  Chairman.  This  afternoon,  as  you  know,  we  have  the  im- 
peachment trial,  which  will  take  all  Senators.  No  committees  are 
allowed  to  meet  this  eiftemoon  because  of  the  trial. 

Senator  Boschwitz.  When  does  the  impeachment  trial  start? 

The  Chairman.  The  impeachment  trial  b^ins  at  2. 

Senator  Boschwitz.  We  can  get  these  folks  out. 

The  Chairman.  And  those  of  us  who  are  involved  with  that  im- 
peachment are  meeting  for  several  hours  beforehand. 

Senator  Boschwitz.  Oh. 

The  Chairman.  That  involves,  incidentally,  several  members  of 
this  committee. 

Senator  Boschwitz.  I  see. 

The  Chairman.  Senators  Pryor,  Kerrey,  Gorton,  and  Bond. 

Go  ahead. 

Senator  BoscHwrrz.  I  will  be  as  brief  as  I  can  be. 

I  don't  understfmd  the  remedies  of — and  1  always  relate  this  to 
my  farmer  back  in  Minnesote.  He  places  an  order  with  Cargill  or 
with  an  ADM— and  it  is  interesting  to  note  that  this  whole  investi- 
gation that  we  see  that  has  so  shaken  the  industry  really  b^an 
from  within  the  industry  itself — but  what  is  that  farmer  supp<wed 
to  do  if  the  person  with  whom  he  places — with  your  firm,  Mr.  Lind, 
or  with  another  firm,  Bob,  that  you  oversee — if  he  places  his  order 
and  that  compfmy  goes  and  finds  a  floor  traider,  and  you  say  that 
the  company  that  finds  the  floor  trader  should  have  no  liability  for 
that  floor  trader — how  do  you  protect  the  guy  who  is  placing  the 
order?  He  has  to  rely  upon  somebody,  emd  he  places  his  reliance 
upon  Mr.  Lind  or  upon — I  don't  want  Mr.  Lind  to  answer  that 
question  because  he  doesn't  want  to  be  liable — but  what  remedy 
does  the  fiu^ner  have  back  in  Granite  Falls? 

Mr.  Lino.  Oh,  he  has  a  remedy,  Senator. 

Senator  Bchchwitz.  What  is  lus  remedy?  How  can  he  possibly  ex- 
ercise that  remedy? 

Mr.  Lind.  Well,  many  times  he  doesn't  even  have  to  exercise  the 
remedy.  The  rule  of  the  exchange  is  that  if  a  trader  coimnits  an 
illegal  act,  that  the  customer  can  come  after  him.  I  mean,  the  pro- 
cedure and  the  remedy  are  in  place  for  the  customer  today  at  the 
exchange  level  to  take  care  of  this  situation.  And  in  practice,  that 
has  happened;  since  the  new  audit  trtiil  was  instituted  in  the  last  S 
years,  investigations  are  up,  and  suspensions  emd  fines  are  substan- 
tially higher,  and  awards  have  been  made  back  to  the  customers  in 
that  r^ard,  and  1  think  those  awards  have  been  made  back— Fm 
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not  certain — but  I  believe  that  the  awards  that  the  exchanges  have 
given  the  customers  are  far  greater  than  what  the  FBI  is  totallv 
investigating  in  its  2  years  of  undercover  work.  And  this  doeen  t 
even  have  to  come  from  the  customer.  If  in  its  investigation  the  ex- 
change finds  that  there  was  a  trader  in  the  pit  who  did  something 
illegally,  they  will  make  the  award  back  to  the  customer. 

^nator  BoscHWrrz.  Do  you  think,  Mr.  Lind 

Mr.  Damgard.  Could  I  touch  on  that  just  a  moment.  Senator? 
There  are  really  three  available  remedi^.  There  is  the  reparations 
proceeding,  there  is  the  arbitration  proceedii^  as  weU  as  the 
courts. 

Senator  BoscHwrrz.  Are  they  realistic  remedies  for  some 
small 

Mr.  Damgard.  Of  course,  they  are.  The  FCM's  go  to  bat  for  a  cus- 
tomer when  he  believes  has  been  wronged  by  a  floor  trauler,  and 
they  will  force  the  exchange  to  discipline  that  floor  trader.  AJid  if 
we  are  talking  about  customer  restitution  here,  there  may  be  some 
other  way  to  go  at  this  besides  holding  the  FCM  responsible  for 
treble  damages. 

I  meem,  if  the  court  finds  that  there  is  Em  Eigent  relationship, 
that  is  one  thii^.  In  the  real  world,  Mr.  Lind  is  going  to  go  down 
there  and  get  the  money  back  from  the  floor  trader  so  that  he 
won't  lose  his  customer.  But  the  issue  here  is  with  an  enhanced 
audit  trful,  it  is  die  exchange  that  is  going  to  discover  £md  is 
charged  with  discovering  the  wrongdoing  of  that  floor  trader. 

Some  conversation  was  had  yesterday  about  including  customer 
restitution  as  part  of  the  reparations  process.  Maybe  it  should  also 
be  included  as  part  of  the  exchange  disciplinary  process  as  well.  It 
is  unfair  for  an  FCM  to  be  held  punitively  liable  when  indeed  they 
haven't  done  anything  and  to  be  charged  with  the — of  course,  they 
do  due  diligence  in  s^ectii^  the  broker,  but  that's  not  a  very  well- 
defined  term.  If  you  end  up  with  a  closetfiil  of  tickets  at  the  end  of 
2  years,  and  you  find  out  later  that  a  floor  trader  who  was  licei^ed 
and  approved  by  the  CFTC  and  the  Board  of  Trade  turned  out  to  be 
a  bad  guy,  you  the  FCM,  could  be  liable  to  the  customer  for  treble 
damages,  and  that  is  just  bad  legislation,  in  my  judgment. 

Mr.  WiLMOUTH.  One  of  the  side  effects  that  could  result  it  seems 
to  me  if  this  were  carried  through  all  the  way  to  its  conclusion  and 
floor  brokers  were  held  liable — I  guess  the  term  is  "vicariously 
liable" — for  the  actions  of  indei>endent  floor  brokers,  I  think  you 
would  see  people — and  he  may  speak  for  himself — I  think  you 
would  see  people  like  Mr.  Lind  go  out  of  this  business.  Why  would 

f'ou  want  to  be  in  this  business  if  you  had  to  have  all  of  that 
lability? 

There  is  relief  now  aviulable  in  civil  actions;  there  is  relief  avail- 
able through  arbitration  procedures. 

Senator  BoscHwrrz.  WeU,  we  have  seen  that  with  doctors  as  welL 
No  reeisonable  ability  to  monitor,  as  Mr.  Lind  said  in  his  testimony, 
and  yesterday  I  got  the  impression  in  answer  to  one  of  my  ques- 
tions that  there  was  reasonaole. 

I  will  look  into  that  further  and  not  delay  em.y  further  here. 

One  other  question  and  then  a  final  question.  I  defined  it  as  2 
cents  a  trade  yester^y,  the  business  of  raising  $5  million  addition- 
al to  finance  the  CFTC  in  its  additional  requirements  to  beef  up  its 
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staff  as  required  by  this  bill.  Do  you  think  that  that  is  a  harsh  pen- 
alty or  tax  or  wmtever  the  word  should  be  to  impose  upon  the 
industry? 

Mr.  WiLMOUTH.  To  a  certain  extent  I  think  I  do.  Senator.  I  think 
we  must  point  out  that  about  25  percent  of  the  treiding  volume 
nowadays  is  done  by  nonmembers  of  the  exchange,  that  is,  by  the 
general  public  and  by  institutions  that  do  not  belong  to  the  ex- 
change. NFA  charges  them  a  fee  for  every  round  turn  in  order  to 
pay  for  our  services. 

Senator  Boschwitz.  You  do  not  charge  a  fee  to  the  trader  who  is 
trading  in  his  own  beheilf? 

Mr.  WiLMOUTH.  No,  we  do  not  charge  the  floor  broker  for  his 
own  account  at  all.  But  I  think  those  people  also  bear  some  addi- 
tional expenses  if  the  exchanges,  the  CME  and  the  Chicago  Board 
of  Trade,  have  committed  $5  million,  that  is  going  to  come  out  of 
the  pockets  of  the  people  on  the  floor,  basically.  So  they  would  bear 
a  burden. 

Senator  Boschwitz.  You  might,  if  you  would,  Bd>,  get  me  some- 
thing about  that  additional  $5  million  and  why  it  would  be  particu- 
larly onerous. 

Mr.  WiLMOUTH.  I  would  be  happy  to  supply  you  information,  Sen- 
ator, on  that. 

Senator  Boschwitz.  Yes,  if  you  would,  because  it  is  not  onerous 
in  my  mind  now. 

One  of  the  other  questions,  and  the  final  question,  I  would  s^  to 
the  chairman,  that  I  asked  yesterday  would  be  as  to  the  flight  of 
these  markets,  whether  it  be  to  Tokyo,  Oss^  or  London,  and  what 
you  think  the  impact  of  this  legislation,  if  it  goes  forward  in  its 
present  form,  would  have  and  whether  it  would  lead  to  some  flight 
or  replacement  of  these  mfu'kets  in  other  places. 

Mr.  WiLMOUTH.  I  think  that  if  any  legislation  ends  up  being  on- 
erous and  exceptionally  burdensome  on  this  industry,  you  are 
goii^  to  Tmd  other  markets  open  up  someplace  else  because  they 
don't  have  the  strenuous  r^ulation  that  we  have. 

I  am  a  member  of  an  international  regulatory  group  that  meets 
at  least  twice  a  year  from  all  over  the  world,  and  I  am  absolutely 
convinced  that  if  we  have  overly  burdensome  regulation,  these 
markets  wiU  fly  elsewhere  because  people  will  tend  to  go  where 
they  don't  have  as  much  r^ulation  and  where  it  is  easy  to  do 
business. 

But  I  also  think  at  the  same  time  that  it  is  necessary  for  us  to 
have  adequate  protection  for  the  public.  And  I  think  that  if  we  can 
take  this  bill  and  continue  to  work  with  staff  as  we  have  in  the 
b^inning,  particularly  in  the  audit  trail  and  dual  trading  areas 
and  several  others,  the  FCM  liability  and  so  on,  then  I  think  we 
can  come  up  with  a  satisfactory  solution  which  protects  the  public 
interest,  satisfles,  I  think,  the  wishes  of  Coi^ress  and  at  the  same 
time  allows  us  to  have  a  viable  industry  which  will  keep  the  busi- 
ness here  in  the  United  States. 

Mr.  Damgakd.  I  would  concur  with  Mr.  Wilmouth,  but  I  would 

say  I  count  among  the  members  of  my  oi^anization  some  of  the 

Ja     aese  exchanges  and  virtueilly  fill  of  the  large  Japanese  broker- 

linns.  My  international  membership  list  is  about  100  firms. 


.bv  Google 


619 

I  would  say  that  the  b^;  firms,  the  Shearsons,  the  Dean  Witters, 
the  Merrills,  they  are  all  over  the  world,  and  they  have  an  obliga- 
tion to  their  customer  to  do  the  business  in  the  most  efficient  fash- 
ion. If  that  happens  to  be  on  an  exchange  outside  the  United 
States,  they  have  an  obUgation  to  the  customer  to  do  business 
there.  Fremkly,  lots  of  their  ciwtomers  are  already  outside  the 
United  States. 

Much  of  that  business  is  coming  to  the  United  States  now  be- 
cause we  have  the  best  markets,  and  we  have  the  most  liquid  mar- 
kets. Some  of  these  provisions  would  tie  the  hands  of  the  ex- 
changes, and  natural^  they  are  veinr  concerned.  The  Board  of 
Trade  is  bricks  and  mortar  right  in  Onicago,  and  they  can't  go  to 
Japan.  Merrill  Lynch  has  a  very  big  office  in  ToWo  right  now  and 
does  business  in  Tokyo  with  Japanese  clients,  lliey  expect  to  do 
more  business  in  Japan,  and  of  course  they  are  located  in  other  Eu- 
ropean capitals  as  well. 

But  the  FCM's  are  going  to  be  very,  very  leery  of  the  punitive 
language  in  this  bill  and  the  extra  liabilities  that  they  have  under 
this  b^.  They  probablv  would  indeed  seek  to  do  business  where 
they  wouldn't  be  at  such  high  risk. 

Mr.  Isaacson.  I  would  like  to  add  one  thing.  I  agree  with  what 
they  said,  however  of  the  $6  to  $8  bilhon  trading  advisors  manage, 
a  portion  of  that  is  overseas  now.  We  will  trade  markets  overseas 
where  we  have  advantages,  with  less  r^ulation  than  we  do  here. 

Senator  BoscHwrrz.  I  thank  the  chairman  for  his  indulgence.  I 
would  ask  we  move  forward  with  the  last  panel  at  this  time. 

The  Chairman.  You  gentlemen  have  talked  about  the  costs.  One 
item  I  should  note  is  that  in  1982,  the  futures  industry  strongly  op- 
posed a  user  fee  of  12  cents  per  round  turn  trade  on  the  basis  that 
it  would  cripple  the  then-new  Nationeil  Futures  Association.  The 
fee  was  defeated.  The  NFA  then  imposed  its  own  fee  of  28  cents  per 
public  customer  trade — a  total  of  about  $25  million  per  year. 

Now,  futures  trading  didn't  seem  to  su^er  A*om  that.  In  fact, 
volume  has  doubled.  As  a  result,  the  NFA  fees  were  reduced  to  20 
cents  per  trade.  I  only  mention  that  to  those  who  are  concerned 
that  the  service  fees  under  S.  1729  would  cripple  U.S.  competitive- 
ness. In  fact,  there  have  been  much,  much  larger  fees  under  NFA, 
and  they  have  had  quite  the  opposite  effect. 

I  only  mention  that  for  whatever  it  is  worth  in  case  the  thou^t 
was  crossing  people's  minds.  I'll  be  happy  to  hear  any  response. 

Mr.  WiLMOUTH.  I  would  be  delighted  to  respond  if  I  can. 

The  Chairman.  Insofar  eis  it  is  too  late  now  even  to  get  over  to 
the  joint  meeting,  we  will  go  a  few  minutes  and  at  least  start  on 
the  next  panel.  Then  we'll  see  how  we  do  with  our  time.  I  under- 
stand now  that  there  is  a  Senator's  breakfast  tomorrow  morning, 
and  I  have  also  been  reminded  that  I  have  an  8  a.m.  breakfast.  If 
we  are  unable  to  finish  the  panel,  then,  we  will  come  back  at  6  in 
the  morning  to  make  it  work. 

Mr.  WiLMOUTH.  One  minute,  if  I  may.  We  started  out 

The  Chairman.  Take  all  the  time  you  want,  Mr.  Wilmouth.  Time 
is  the  one  thing  we  have  around  here. 

Mr.  Wilmouth.  We  started  out  at  33  cents  a  round  turn  id 
have  reduced  the  assessment  subsequently  to  28,  24  and  20  cen  a 
round  turn.  We  have  taken  over  a  tremendous  amount  of  r 
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bilities  from  the  Commodity  Futures  Trading  Commission,  ex- 
penses which  would  have  otherwise  been  borne  by  the  U,S,  Govern- 
ment. All  we  are  saying  is  that  we  think  that  the  trading  public 
already  bears  a  significant  portion  of  the  cost  of  the  regulatory  bur- 
dens that  are  imposed  upon  us.  But  all  we  are  saying  is  that  there 
are  enormous  benefits  for  the  general  public  from  this  industry, 
and  they  should  bear  some  of  the  costs. 

That  is  not  to  say  that  maybe  there  are  certain  aspects  such  as 
you  have  clarified  in  this  bill  as  of  yesterday  that  should  be  borne 
somewhere  along  the  line  by  certain  segments  of  the  industry. 

The  Chairman.  Incidentally,  the  CFTC  is  opposed  to  giving  the 
NFA  the  right  to  appeal  certain  of  its  decisions  to  the  courts.  T^e 
CFTC  does  not  have  the  right  to  intervene  in  NFA  rulemakings,  as 
it  does  with  the  exchanges. 

Mr.  WiLMOUTH.  Say  that  again,  Senator. 

The  Chairman.  Well,  the  CFTC  opposes  giving  the  National  Fu- 
tures Association  the  right  to  appeal  certain  of  its  decisions  to  the 
courts  because,  unlike  with  exchanges,  the  CFTC  currently  has  no 
right  to  intervene  in  NFA  rulemakings.  That  is  what  the  CFTC 
argues.  They  cannot  alter  or  supplement 

Mr.  WiLMOUTH.  That's  true,  but 

The  Chairman.  How  do  you  respond?  Do  you  think  that  you 
should  have  the  right  to  api>eal  their  decisions? 

Mr.  WiLMOUTH.  Senator,  all  we're  asking  for  is  the  right  that 
when  they  reduce  a  sanction  that  we  have  imposed  on  somebody 
who  has  done  something  wrong  in  the  futures  industry  that  we 
have  the  right  to  go  back  and  appezd  that  decision.  That  is  all  we 
are  fisking.  We  want  to  be  put  on  that  basis  and  that  basis  alone, 
on  an  equal  footing  with  the  exchanges. 

The  Chairman.  I  thought  I  might  give  you  a  chance  to  put  that 
on  the  record. 

Mr.  WiLMOUTH.  Thank  you  very  much. 

The  Chairman.  They  probably  won't  notice  your  response,  but  I 
wanted  you  to  get  it  on  the  record. 

Senator  Boschwitz,  do  you  have  any  other  questions? 

Senator  Boschwitz.  No,  I  think  I  covered  most  of  the  things  that 
1  wanted  to  cover,  Mr.  Chairman,  but  perhaps  they  can  stay 
around  in  the  event 

The  Chairman.  We'll  certainly  keep  the  record  open  for  the  rest 
of  the  day  in  case  anybody  wants  to  submit  questions. 

Senator  Boschwitz.  We  may  submit  some  questions  in  writing. 

The  Chairman.  Thank  you,  gentlemen,  very  much. 

Why  don't  we  just  start  for  a  few  minutes  with  the  next  panel 
and  see  how  far  we  can  go. 

We  have  Kendell  Keith,  who  is  the  executive  vice  president  of 
the  National  Grain  and  Feed  Association,  submitting  to  the  record 
the  prepared  statement  of  Don  McElmury,  vice  president  of  CPC 
Intemationzil,  Inc.,  who  was  to  testify  on  behalf  of  the  National 
Grain  £ind  Feed  Association;  ^  Robert  Petersen  who  is  president  of 
the  National  Grain  Trade  Council,  Washington,  DC;  and  Neal 
Gillen,  vice  president  and  general  counsel  of  American  Cotton 

■Seepp.646to660tbr  the  prepared  itatement  of  Don  McQmuiy. 
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Shippers  Association — no  stranger  to  this  committee  room  or  this 
committee. 
Mr.  Petersen,  feel  free  to  take  as  long  as  you  like. 

STATEMENT  OF  ROBERT  PETERSEN,  PRESIDENT,  NATIONAL 
GRAIN  TRADE  COUNCIL,  WASHINGTON,  DC 

Mr.  Petersen.  Thank  you,  Mr.  Chairman. 

I  am  Bob  Petersen,  president  of  the  Nationeil  Grain  Trade  Coun- 
cil. I  am  substituting  this  morning  for  DeVan  Janssen,  a  member 
of  the  Council's  board  of  directors,  who  unfortunately  had  to  leave 
last  ni^t,  and  he  sends  his  regrets. 

Whue  Mr.  Janssen  would  have  spoken  to  you  as  a  market  user  in 
his  capacity  as  vice  president  of'^  ConsoUtuited  Grfiin  and  Barge 
Company 

The  Chairman.  Incidenttdly,  please  expleiin  to  Mr.  Janssen,  if  I 
might  interrupt,  what  I  said  earlier  this  morning,  that  if  tinybody, 
after  listening  to  the  testimony  of  others,  wishes  to  add  anything, 
or,  if  Mr.  Janssen  would  like  to  respond  to  any  of  the  statements 
made  earlier,  he  should  feel  free  to  do  so. 

Mr.  Petersen.  I  think  Mr.  Janssen  had  considerable  sympathy 
with  the  issues  the  committee  was  grappling  with  yesterday  and 
sends  his  regrets. 

I  will  present  the  Council's  views  to  you  this  morning. 


The  National  Grain  Trade  Council  supports  the  goals  of  the  legis- 
lation before  the  committee  today.  At  the  same  time,  however,  we 
do  beUeve  U.S.  futures  markets  are  fundamentally  sound. 


The  Council's  members  who  are  commercial  market  users  rely 
on  these  markets  day  in  and  day  out.  We  remain  confident  in  the 
effectiveness  of  exchange  self-regulation. 


And  while  we  agree  with  many  aspects  of  the  bill  before  the  com- 
mittee, S.1729,  we  are  concerned  by  the  specifics  of  some  provisions 
and  the  vagueness  of  others. 

AUOrr  TRAIL  PROVISIONS 

The  Council  smiports,  Mr.  Chairman,  a  workable  audit  trail 
system  that  is  efficient,  effective  and  fair.  We  do,  however,  have 
some  concerns  fdmut  the  audit  treiil  provisions  of  the  bill. 

We  believe  the  best  approach  to  addressing  necessary  audit  triul 
improvements  would  be  to  prescribe  the  goals,  but  also  give  the 
Commission  the  latitude  to  work  with  exchanges  on  the  most  effec- 
tive means  to  fichieve  those  goals  at  each  exchange.  We  surest  the 
audit  trail  provisions  be  revised  to  rec(^nize  that  each  exchan^ 
faces  unique  conditions,  and  what  may  work  well  at  one  exchange 
may  not  be  appropriate  at  another. 
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For  smellier  exchai^es,  as  you  have  heard,  the  need  to  develop 
tailored  technoli^y  to  meet  the  requirements  could  prove  to  be  fi- 
nancially overwhelming.  The  bill  would  also  meindate  that  these 
new  audit  treiil  s^tems  be  in  place  within  3  years.  The  required 
technology  does  not  now  exist  to  meet  these  goeds. 

We  hope  the  technology  will  come  onstream  in  time  to  meet 
those  golds,  but  we  think  it  is  potentially  disruptive  to  have  a  firm 
requirement  that  implementation  has  to  take  place  3  years  hence 
with  technology  that  does  not  exist  today. 

The  Chairman.  Do  you  disagree  with  the  GAO  on  that? 

Mr.  Petersen.  That  they  should  be  independent,  precise  and 
accurate? 

The  Chairman.  No,  no.  On  the  3  years.  We  beised  the  3  years  on 
their  testimony  at  an  earlier  hearing. 

Mr.  Petersen.  We  would  hope,  eis  the  panel  of  the  m^or  ex- 
changes said  yesterday,  that  they  can  make  it  within  1  year  or  less 
than  3  years.  We  are  concerned  that  by  carving  it  in  stone  and  not 
leaving  £my  leeway  in  case  that  eventuality  should  happen,  in  case 
they  do  put  forth  their  very  best  efforts  but  it  is  just  simply  not  in 
the  cards,  we  think  it  would  be  a  good  idea  to  leave  some  window 
of  flexibility  to  accommodate  that. 

The  Chairman.  We  open  those  windows  every  year  Eu*ound  here, 
as  you  know.  But  I  also  find  that  when  we  don't  put  in  a  time 
period,  we  have  a  sort  of  Parkinsonian  law  that  many  feel  is  part 
of  the  Constitution  of  the  United  States.  It  seems  to  be  ingrained 
around  here. 

Mr.  Petersen.  Well,  I  think,  Mr.  Chairman,  the  exchangee  cer- 
tainly have  received  your  message,  and  I  think  Uie  bill  could  be 
changed  in  very  minor  ways  to  still  make  it  very  clear  that  you 
^pect  it  to  be  done  within  3  years,  but  leaving  some  way  in  the 
event  of  unforeseen  circumst^ces  that  there  would  be  a  safety 
valve  of  sorts. 

The  Chairman.  Thank  you.  Go  ahead. 

Mr.  Petersen.  To  move  on  to  another  favorite  subject  on  service 
fees 

The  Chairman.  I  thought  you  might  want  to  talk  about  that. 

Mr.  Pbtersen.  Yes.  A  lot  of  these  are  near  and  dear  to  our 
hearts  eis  users,  I  am  afraid. 

The  Chairman.  What  you  are  saying  is  that  the  draft  focused 
your  attention. 

Mr.  Petersen.  That's  exactly  right. 

SERVICB  FEES 

We  do  not  quarrel  with  increasing  the  Commission's  budget,  but 
we  do  disagree  with  placing  that  cost  on  market  users.  Mr.  Wil- 
mouth  pointed  out  the  N7A  is  funded  by  the  industry  at  about  $25 
million.  Users  already  pay  most  of  the  costs  of  the  Commission's 
designation  of  new  contracts,  and  users  alreeidy  pay  most  of  the 
costs  for  Commission  rule  enforcement  and  trade  practices  review. 

We  are  mindful  that  other  parts  of  this  bill  will  require  ex- 
changes to  spend  very  substantial  sums  to  upgrade  and  improve 
their  audit  and  surveUlEmce  systems.  Therefore  it  seems  inconsist- 
ent to  us  to  require  exchanges  not  only  to  raise  new  funds  for  their 
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own  improvements,  but  also  to  have  the  CFFC  competing  for  those 
funds. 

Whether  passed  on  to  market  users  individually  by  increased 
charges  or  directly  tbrou^  a  transaction  fee,  additional  CFTC  fees 
would  also  make  U.S.  markets  less  competitive  against  expandbig 
new  foreign  markets. 

DUAL  TRADING 

This  next  one  is  near  and  dear  to  our  hearts,  too,  on  dual  trad- 
ing. The  Council  would  oppose  an  across-the-board  ban  on  dual 
trading.  We  recognize  that  the  Senate  bill  doesn't  do  that,  but  we 
are  concerned  that  the  Senate  bill  could  potentially  halt  dual  trad- 
ing within  a  year  if  the  Commission  isn't  satisfied  with  the  ex- 
changes' progress  in  detecting  trading  abuses. 

We  look  at  the  S-yeiir  ttmefiame  on  the  other  audit  trail  im- 
provements and  then  look  at  this  very  short  1-year  window  that  ex- 
changes would  have  to  prove  up  on  the  audit  trail,  and  that  con- 
cerns us. 

Let  me  just  close  1^  saying  we  stand  ready  to  work  with  the  com- 
mittee in  developing  a  bill. 

Thank  you. 

The  Chairman.  Thank  you.  I  also  thank  you  for  your  indulgence 
in  coming  back  here  today.  I  know  that  you,  like  Mr.  Gillen.  were 
here  all  day  yesterday.  I  would  emphasize  again  that,  having  heard 
that  testimony  and  the  answers  yesterday,  if  you  find  further  areas 
where  you  wish  to  respond  to  or  react,  feel  free  to  do  just  that. 

I  will  want  to  mme  back  to  you  on  the  dual  trading  issue,  but  I 
jrield  to  Mr.  Gillen,  a  habit  I  got  into  years  eigo  during  our  law 
school  days.  Go  ahead. 

[Hie  prepared  statement  of  Mr.  Janssen  follows:] 
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Mr.  Guuiman  and  Members  of  the  Committee: 

It  is  a  pleasure  to  have  the  oppominity  to  appear  before  you  today  to  share  the 
National  Grain  Trade  Council's  views  on  S.  1729,  a  bill  to  reauthorize  the 
Commodity  Futures  Trading  Commission.   1  am  DeVan  C.  Janssen,  vice 
president  of  Consolidated  Grain  and  Barge  Company  which  is  headquartered  in 
St.  Louis,  Missouri.    I  am  a  member  of  the  Council's  Board  of  Directors. 

The  Council  is  a  national  trade  association  whose  regulai  members  include 
grain  exchanges,  boards  of  trade,  and  national  grain  marketing  organizations. 
The  CouncQ  has  a  number  of  associate  members  representing  a  large  cross- 
secdon  of  the  grain  marketing  industry. 

Council  members  cover  the  full  spectrum  of  the  agribusiness  infrastructure.   Our 
members  include  firms  who  hancUe  bulk  grains,  transportation  dzras,  con^ianies 
that  process  agricultural  products  into  consiuner-ready  items  we  purchase  on  the 
grocery  store  shelf,  cash  markets  where  grain  is  bought  and  sold,  and  futures 
markets  where  the  price  risks  associated  with  merchandising  grain  are  hedged. 

Futures  markets  and  the  grain  trade  grew  up  side-by-side  in  the  United  States 
economy.    Since  the  middle  of  the  last  century,  the  grain  industiy  has  relied  on 
futures  markets  to  hedge  market  risks;  and  futures  markets  have  fulfflled  that 
purpose  in  an  open  and  efficient  manner.   American  consumers  are  thus  deep 
into  their  second  century  of  enjoying  the  wide-ranging  benefits  of  price 
efliciency  created  by  this  economic  relationship. 

The  Council  supports  the  goals  of  the  legislation  before  the  Committee  today. 
The  bill  prescribes  a  number  of  tough  remedies  to  guard  against  abusive  trading 
practices.  Obviously,  many  of  these  proposed  changes  are  a  result  of  concerns 
over  improper  trading  activities  alleged  in  on-going  judicial  proceedings.  All 
market  participants  have  a  self-interest  in  ensuring  the  most  fair  and  efficient 
marketplace  possible. 

The  Council  does  not,  however,  believe  the  current  futures  marketing  system  is 
fundamentally  flawed.   The  Council's  members  who  are  commercial  market 
users  rely  on  the  marketplace  as  an  integral  part  of  their  business  activity  in 
hedging  the  price  risks  associated  with  cash  market  activities.    We  remain 
confident  in  the  effectiveness  of  exchange  self-regulation.   As  you  know, 
exchange's  have  been  taking  a  number  of  steps  to  improve  their  audit  trail  and 
surveillance  systems.    And  while  we  agree  with  many  aspects  of  the  legislation, 
we  are  concerned  by  the  lack  of  detail  that  accompanies  some  provisions,  and 
find  we  must  respectfully  oppose  some  other  steps  which  we  feel  would  unduly 
jeopardize  the  efliciency  of  the  market. 

Market  efficiency  can  be  threatened  in  many  ways.   Certainly  unlawful  trading 
practices  undermine  market  efficiency,  but  so  do  impractical  and  overly 
restrictive  rules.  As  in  so  many  avenues  of  life,  there  is  a  balance  between  the 
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two  questions  and  we  would  suggest  that  some  aspects  of  the  biU  err  on  the 
side  of  being  unworkable  and  jeopardize  maiket  efflciency.   We  need  to 
remember  that  fundamentally  this  nation  has  an  excellent  system  of  markets 
and  has  more  customer  protections  than  any  other  market  in  the  world. 
Changes  should  luie-lune  and  improve  the  market,  not  render  it  unworkable  ot 
inefficient. 


Audit  Trail  Requirements 

The  legislation  would  require  that  each  futures  exchange  maintain  an  audit  tra3 
capable  of  capturing  transaction  times  independently,  precisely,  and  completely. 
The  bill  would  require  exchanges  to  accurately  record  not  only  the  times  of 
trades  in  one-minute  increments,  but  also  the  sequence  of  trades  for  each  floor 
trader  and  broker.    Within  two  years  the  Commodity  Futures  Trading 
Commission,  with  comments  from  the  General  Accounting  Office,  is  required  to 
report  to  Congress  on  the  progress  of  exchanges  in  installing  the  new  systems, 
including  their  advice  on  whether  the  timetable  or  statutoiy  standards  need 
adjustment;  and  within  three  years  exchanges  are  required  to  have  in  place  an 
audit  trail  system  that  independently  and  accurately  records  the  lime  and 
sequence  of  every  trade. 

the  time  of  execution  for  all  trades  must  be  recorded.   In  addition,  the  bill 
places  three  more  requirements  on  customer  orders  to  the  extent  the  CFTC 
determines  that  is  feasible.   The  legislation  directs  that,  within  three  years, 
systems  must  also  record:    the  time  the  order  is  received  on  the  floor,  the  time 
the  order  is  received  by  the  broker,  and  when  the  order  is  reported  ftom  the 
exchange  floor. 

Hie  National  Grain  l^de  Council  supports  the  intent  of  establishing  a 
workable  audit  trail  system  that  is  efficient,  effective,  aitd  fair.   We  do, 
however,  have  very  real  concerns  that  the  new  standards,  as  drafted,  do  not 
meet  these  goals.   We  believe  the  best  approach  to  addressing  necessary  audit 
trail  improvements  would  be  to  prescribe  more  general  goals,  giving  the 
Commission  the  latitude  to  work  with  exchanges  on  the  most  effective  means  to 
achieve  those  goals  in  light  of  the  particular  problems  faced  by  each  exchange. 

The  audit  trail  provisions  implicitly  require  the  development  of  hand-held 
computer  trade  recording  devices  and  electronic  order  delivery  systems.   We 
recommend  the  audit  trail  standards  be  revised  to  recognize  that  each  exchange 
faces  unique  conditions  and  what  may  work  well  at  one  exchange,  may  not  be 
appropriate  at  another.    For  smaller  exchanges,  the  need  to  develop  tailored 
technology  to  meet  their  needs  could  prove  linancially  overwhelming  to  those 
markets  and  their  member  firms.   Tlvese  exchanges  generally  have  lower  trading 
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volumes,  already  require  one-minute  recording  of  trades,  and  provide  a  high 
level  of  audit  trail  accuracy. 

The  bill  would  mandate  that  these  new  systems  be  in  place  within  three  years. 
The  technology  does  not  novr  exist  to  meet  these  goals,  although  the  two 
largest  exchanges  -  the  Giicago  Board  of  TYade  and  the  Qiicago  Mercantile 
Exchange  ~  have  already  committed  $5  miUion  to  develop  this  technology. 
Whether  this  technology  can  be  developed  and  the  subsequent  systems  put  in 
place  within  three  years  is  an  open  question.   We  hope  this  goal  can  be  met. 
But,  we  think  it  is  lisky  to  require  the  implementation  of  as-yet  undeveloped 
technology  by  a  date  certain. 


CFTC  Budgei/Servke  Fee* 

The  bill  authorizes  a  60  percent  budget  increase  for  the  CFTC  over  five  years. 
To  help  finance  this  funding  increase,  the  legislation  expands  the  Commission's 
authority  to  charge  service  fees.  The  fees  are  to  reflect  the  cost  to  the 
Commission  of  (a)  monitoring  floor  trading,  (b)  supervising  exchanges,  futures 
associations,  leverage  transaction  merchants,  and  others  to  ensure  they  are  in 
compliance  with  the  law,  (c)  analyzing  and  designating  new  contracts,  and  (d) 
other  services  as  appropriate. 

Funding  for  the  Commission  would  jump  by  $25  million  under  the  bilL    The 
Council  is  not  in  a  position  to  judge  the  extent  of  the  Commission's  budget 
needs,  although  we  would  agree  the  Agency's  funding  in  the  past  has  been  at 
minimal  levels. 

We  are  very  concerned,  however,  that  the  cost  of  the  increase  would  be  placed 
on  the  users.   We  would  point  out  that  usen  already  fund  the  endte  cost  of  die 
National  Futures  Association  whose  annual  budget  is  $25  million,  users  already 
pay  the  Commission's  cost  of  rule  enforcement  and  trade  practice  revievw,  and 
users  already  pay  for  the  Commission's  cost  of  designating  new  contracts. 
Finally,  as  logical  as  it  may  seem  to  assess  exchanges  for  increased  Commission 
costs,  we  should  remember  this  bill  will  likely  require  exchanges  to  spend  very 
substantial  sums  to  upgrade  and  improve  their  audit  and  surveillance  systems. 
Therefore,  it  seems  inconsistent  to  require  exchanges  not  only  to  pay  for  dieir 
own  improvements,  but  also  those  at  the  CFTC.    We  suggest  it  would  be  better 
for  Congress  to  ensure  diat  exchange  funds  are  spent  on  exchange  resources 
since  they  are  at  the  Irontline  of  the  regulatory  system. 

The  magnitude  of  the  budget  increase  suggests  to  us  that  service  fees  will  likely 
prove  to  be  transaction  fees  or  we  would  call  them  transaction  taxes.    Such  a 
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tax  would  increase  the  cost  of  doing  business  on  U.S.  exchanges,  rendering  Has 
nation  less  competitive  in  a  world  of  dramaticaliy  increasing  competition. 


Ccmflict  (rf  Interest 

The  bill  contains  two  provisions  designed  to  prevent  conflict  of  interest  in 
exchange  emergencies:    (1)  exchange  directon  must  abstain  from  any  matter 
where  they,  or  a  dose  associate,  are  a  dire«,  specific  party  in  interest;  and  (2) 
before  any  emergency  dehberation,  board  or  committee  members  must  disclose 
positions  in  the  market,  including  positions  held  to  their  knowledge  in  accounts 
at  affiliated  firms. 

The  Council  is  concerned  with  both  provisions  of  this  proposal   The  first 
element  of  the  propiosal  is  but  one  example  of  where  more  harm  m^  be  done 
than  good.   If  new  section  17(B)  would  merely  prohibit  an  exchange  director 
from  voting  on  any  issue  if  the  director  oi  a  close  associate  were  a  named  puty 
in  the  matter  being  voted  on,  then  of  course,  v»e  would  agree,    [f,  however,  it 
would  mean  that  director  would  have  to  recuse  himself  if  he  or  his  employer, 
for  exanqile,  had  a  position  in  the  same  commodity  as  someone  else  subject  to 
board  action,  that  would  be  detrimental  to  effective  self-regulation.   At  its 
extreme,  this  could  well  preclude  anyone  who  is  active  in  a  mearungful  way  in 
the  market  from  participating  in  board  decisions.    This  would  likely  include 
both  employees  of  commercial  firms  and  futures  commission  merchants  where 
the  firms  or  their  customers  particq)ate  in  virtually  every  market  traded. 

We  are  further  concerned  about  requiring  disclosure  of  poutions  in  a  semi- 
public  setting.   Commodity  marketing  and  futures  trading  are  intensely 
competitive  businesses;  businesses  where  if  a  competitor  is  aware  of  your 
strategy  or  market  position,  the  individual  would  be  placed  at  a  disadvantage. 
We  are  deeply  concerned  that  exchange  memben,  ccmfroiued  with  even  a 
remote  possibility  they  may  have  to  disclose  their  market  position,  would 
decline  to  serve  on  exchange  boards  or  committees. 

As  an  alternative  to  requiring  disclosure  to  exchange  boards  or  committees,  we 
would  suggest  in  this  situation  that  individuals  be  given  the  opporttuiity  to 
make  such  a  disclosure  to  exchange  surveillance  or  legal  staff.   And  that  diis 
staff,  with  the  aid  of  general  guidelines  from  the  Commission,  make  a 
recommendation  to  the  individual  on  whether  recusal  is  necessary  or 
appropriate.    Given  that  exchange  emergency  actions  are  automatical^  subject 
to  review  by  the  Commission,  and  often  subject  to  public  scrutiny,  we  believe 
such  an  alternative  would  achieve  the  desired  goaL 
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We  do  not  think  it  is  desirable  to  cieate  a  situation  wheie  the  most  qualified 
and  knowledgeable  exchange  members  are  discouraged  horn  participating  in 
exchange  self -governance.   Successful  self-reguladon  is  based  on  self-inteiest, 
and  that  a  balance  of  these  inteiests  will  provide  the  best  and  most  fair 
decisions  for  all  patties.   As  we  said  before,  the  Council  believes  in  self- 
legulation  and  that  it  has  proven  its  value. 


Qvil  liabitily  of  Brokerage  Finm 

The  bill  would  hold  futures  commission  merchants  jointly  liable  with  a  floor 
trader  for  losses  caused  by  malfeasance  of  the  floor  broker.   The  bill  goes  one 
step  ftoher  to  specify  that  if  an  FCM  fails  to  exercise  due  diligence  in  selecting 
floor  brokers  or  monitoring  trades,  then  the  FCM  would  be  liable  for  punitive 
damages  as  welL 

We  are  very  troubled  by  this  broad  expansion  of  liability  and  the  vague  nature 
of  the  term  'due  diligence."   Could  this  mean  a  broker  taking  a  brief,  penonal 
break  hom  the  trading  floor  has  not  exercised  due  diligence?   And  would  an 
FCM  then  be  liable  as  well?   The  addition  of  punitive  damages  to  the  FCM's 
liabihty  means  a  firm  could  face  virtually  unlimited  damage  awards.    One  result 
of  this  provision  is  likely  to  be  the  disappearance  of  independent  floor  brokers. 
That,  in  turn,  would  seriously  hamper  the  abiUty  of  commercial  users  to  put  on 
and  take  off  large  hedge  positions  ~  which  typically  requires  the  use  of 
independent  brokers  who  cannot  be  identified  with  their  particular  c 


DeSdency  Orders 

The  bill  would  require  the  CFTC  to  issue  "deficiency  orders'  when  the  agency 
finds  flaws  in  exchange  trade  surveillance  systems  or  their  effectiveness  in 
detecting  violations.    We  have  a  number  of  concerns  about  this  approach  which 
would  codify  how  and  what  the  CFTC  should  say  to  exchanges  --  across  the 
board  -  for  any  deficiencies  the  Commission  might  find. 

The  Council  believes  the  approach  to  deficiency  orders  needs  to  be  reconsidered 
for  several  reasons.  First,  the  law  cannot  anticipate  contingencies  and  the  need 
for  flexible  responses  they  may  require.  Moreover,  a  statutory  scheme  freezes 
the  Commission's  abilify  to  craft  particular  approaches  to  different  problems  at 
different  exchanges.  Finally,  codifying  today's  specific  expectations  of  regulatory 
behavior  will  prohibit  the  Commission  fiom  using  its  expertise  to  develop  better 
responses  to  given  problems. 
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Serious  problems  would  exist  with  respect  to  exchanges'  abilities  to  contest  or 
challenge  such  orders.   While  the  bill  would  require  the  CFTC  to  give 
exchanges  the  right  to  petition  the  Convmisjion  for  reconsideration  or  delay, 
such  relief  would  require  the  Commission  to  find,  against  itself,  that  its  own 
order  was  arbitrary  and  capricious,  or  constituted  an  abuse  of  its  own 
discretion.    Furthermore,  judicial  review  of  such  Commiuion  detemiinations 
would  be  restricted  to  the  very  narrow  standards  applicable  to  review  of  agency 
emergency  actions,  rather  than  the  traditional  authority  federal  courts  of 
appeals  hold  to  review  administrative  agency  orden. 

DualTtading 

The  bill,  during  the  first  year  after  enactment,  would  require  the  Commission  to 
suspend  dual  trading  at  each  exchange  under  a  deficiency  order  unless  the 
exchange  demonstrates  that  its  trade  oversight  system,  including  the  audit  trail, 
can  and  does  detect  dual  trading-related  abuses. 

The  Council  would  oppose  an  across-the-board  ban  on  dual  trading.   We 
believe  dual  trading  contributes  importantly  as  an  adjimct  source  of  market 
luiuidity,  particularly  in  the  back  months  of  futures  contracts,  allowing 
commercial  users  to  hedge  future  sales. 

We  do  not,  however,  opfiose  the  provisions  of  S.  1729  with  regard  to  dual 
trading.   We  believe  the  provision  appropriately  predicates  the  continuation  of 
dual  trading  on  the  existence  of  accurate  audit  trails  and  effective  surveillance 
programs.   We  believe  the  provision  is  constructive  in  allowing  the  Commission 
the  flexibility  to  fashion  a  suspension  of  dual  trading  to  the  particular 
circumstances  of  the  affected  exchange. 

The  National  Grain  lYade  Council  supports  a  number  of  the  features  of  S.  1729, 
including  provisions  to: 

o  require  the  registration  of  floor  brokers, 

o  require  courses  in  ethics,  and 

o  expand  the  public  membership  on  exchange  boards. 
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While  the  Council's  statement  has  focused  on  our  concerns  with  aspects  of  S. 
1729,  we  support  many  features  of  the  bill.   And  we  certainly  support  the 
overall  intent  and  objectives  of  the  legislation. 

As  the  Committee  deUberates  on  this  legislation,  we  uige  you  to  keep  an  eye 
toward  what  greater  contributions  American  futures  markets  can  provide  out 
countiy.    The  National  Grain  Trade  Council  stands  ready  to  assist  the 
Committee  in  developing  a  workable  system  that  is  efficient,  effective,  and  feir. 
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STATEMENT  OF  NEAL  P.  GILLEN,  VICE  PRESIDENT  AND  GENER- 
AL COUNSEL.  AMERICAN  COTTON  SHIPPERS  ASSOCIATION, 
WASHINGTON,  DC 

Mr.  GiLLEN.  Thank  you,  Mr.  Chairman. 

I  think  it  is  appropriate  to  note  at  the  outset  that  in  1974  Mr. 
Petersen's  organization  and  my  organization  were  only  two  of  the 
three  ora;anizations  who  supported  the  enactment  of  an  independ- 
ent regulatory  agency  to  regulate  futures  markets.  The  other  was 
the  NFO,  and  they  were  here  this  morning. 

I  am  Neal  P.  Gillen.  I  am  vice  president  and  general  counsel  of 
the  American  Cotton  Shippers  Association  (ACSA). 

THE  ASSOCIATION  ENDORSES  THE  REAUTHORIZATION  OF  THE  CTTC 

The  Association  endorses  the  reauthorization  of  the  CFTC  and 
urges  the  committee  not  to  penalize  commercial  users  of  the  New 
York  Cotton  Exchange  No,  2  cotton  contract  by  placing  unneces- 
sary restrictions  on  industry  practices  or  on  the  trading  of  cotton 
futures  or  option  contracts.  Tne  cotton  industry  heis  confidence  in 
the  contiEict  and  the  market  where  it  is  traded. 

INTEREST  OF  A8CA 

ACSA's  525  member  firms  are  the  customers  of  the  futures  mar- 
kets and  for  whom  the  laws  and  regulations  are  designed  to  pro- 
tect. To  function  e^ectively  in  the  marketplace  farmers,  mer* 
chants,  cooperatives,  and  textile  milla  must  have  a  viable  cotton  fu- 
tures market. 

AN  EXAMPLE  OF  A  RECENT  EXPERIENCE 

Let  me  just  cite  £m  example  of  a  recent  experience  where  I  was 
attending  a  series  of  international  meetings  in  Liverpool,  England. 
The  first  afternoon  I  was  there,  at  approximately  3,  suddenly  some- 
one called  for  a  recess,  and  people  from  Russia,  Poland,  Spain, 
Brazil,  from  cotton  producing  countries  all  over  the  world  left  the 
room.  Why?  Because  at  that  time,  the  New  York  cotton  futures 
market  was  opening,  and  it  is  a  contract  upon  which  each  and 
every  country  that  produces  cotton  depends  upon  because  it  is  a 
market  in  which  they  have  total  confidence. 

ACSA  is  proud  that  in  1974  it  was  one  of  the  few  agricultural  or 
trade  organizations  that  supported  the  establishment  of  a  inde- 
pendent regulatory  agency  to  oversee  U.S.  futures  markets.  Since 
then,  ACSA  has  worked  closely  with  the  Commission  on  numerous 
matters  to  assure  that  the  cotton  industry  from  field  to  mill  has  a 
properly  functioning  price  discovery  mechanism  replete  with  the 
necessary  requisite  safeguards. 

In  our  opinion,  the  Commission  has  properly  exercised  its  sub- 
stantial authority  with  minimum  interference  of  the  New  York 
Cotton  Exchange  No.  2  Contract.  Further,  the  Commission  through 
its  Agricultural  Advisory  Committee,  chaired  by  the  capable  Com- 
missioner Kalo  Hinemfm,  undertakes  a  substantial  and  continuing 
effort  to  listen  to  and  inform  the  agriculture  community  on  all 
issues  within  the  Commission's  juri^iction.  No  other  r^ulatory 
agency  which  impacts  on  U.S.  agriculture  undertakes  such  an 
effort. 
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DUAL  TRADING 

Apart  from  the  obvious  necessity  of  contract  liqtiidity  to  make  a 
futures  market  economiceilly  viable,  the  key  to  the  effective  oper- 
ation of  a  futures  contract  is  the  efficient  execution  of  trades  by 
floor  brokers.  Poor  executions  penalize  the  customer  as  he  or  she 
will  pay  more  or  receive  less  in  a  given  trade.  Every  commercial 
heeler  seeks  to  utilize  the  best  traders  given  the  importance  of 
good  trade  executions. 

A  law  or  regulation  which  restricts  the  floor  trader  by  giving 
him  or  her  a  choice  to  trade  for  their  own  account  or  the  account 
of  others  will  result  in  the  skilled  trader  choosing  to  trade  for  his 
or  her  self.  The  commercial  users  of  the  contract  will  suffer  as 
their  trades  will  be  handled  by  the  lesser  skilled  floor  traders  re- 
sulting in  poor  trade  executions  and  monetary  losses. 

INSIDER  TRADING 

I  would  like  to  address  the  issue  of  insider  trading  which  is  not 
contained  in  your  bill,  Mr.  Chairman,  but  this  causes  some  prob- 
lems as  it  was  adopted  by  the  House. 

It  has  been  sound  public  policy  to  recognize  the  distinction  be- 
tween securities  and  commodities.  For  sensible  reasons  there  exists 
a  different  standard  for  stock  or  option  trades  by  the  officers  or 
employees  of  publicly  traded  corporations  and  the  futures  trading 
of  the  principalis,  partners  or  employees  of  agricultured  merchant 
firms,  the  offtcers  or  employees  of  agricultUFEtl  cooperatives  or  the 
officers,  partners,  or  employees  of  mills  or  processors  of  agricultur- 
al commodities. 

If  we  ell  acknowledge  the  fundamental  differences  in  the  instru- 
ments we  should  maintain  the  differences  in  the  obligations  of  the 
parties  involved  in  these  uniquely  different  industries. 

In  publicly  treided  securities  the  insiders,  the  officers,  employees, 
accountants,  lawyers,  underwriters,  and  investment  bankers  have  a 
direct  and  legfdly  dellned  duty  and  responsibility  to  the  sharehold- 
ers and  the  members  of  the  public  not  to  divulge  certain  knowledge 
or  utilize  it  to  their  financial  benefit.  The  insider  is  obligated  to 
make  public  material  information  or  events  which  will  influence 
the  value  of  the  stock. 

By  contrast,  it  is  not  necessary  to  impose  such  a  duty  or  responsi- 
bility in  the  commodity  or  cash  markets.  Here,  all  market  partici- 
PEmts  have  access  to  a  multitude  of  factors  which  influence  the 
supply,  demand  and  price  of  a  commodity.  Further,  as  all  market 
participants  have  vEirying  access  to  different  types  of  market  infor- 
mation there  is  no  centralized  responsibility,  as  there  is  within  a 
publicly  traded  corporation,  to  shfire  or  exclude  information  from 
market  participants  regarding  events  or  impending  events  which 
may  or  may  not  influence  commodity  prices.  In  cotton  a  miU  might 
anticipate  record  sales  or  slowdowns  based  on  orders  for  finished 
goods  or  yam,  yet  another  mill  may  have  the  opposite  experience. 
Ilie  same  is  true  for  cotton  merchants  or  cooperatives.  Their  re- 
spective experience  may  influence  them  to  take  opposite  positions 
in  the  market.  The  so-called  inside  market  information  may  i  : 
help  them,  as  unlike  the  corporate  insider  who  stands  to  gain  fro 
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his  information,  facts  discovered  by  the  commodity  futures  trader 
could  result  in  market  losses. 
[The  prepared  statement  of  Mr.  Gillen  follows:] 
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statement 

of  Neal  P.  Glllen 

Vice  President  &  General  Counsel 

of  the 

American  Cotton  Shippers  Association 

on  Reauthorization  of  the 

Commodity  Futures  Trading  Commission 

Presented  to 

Committee  on  Agriculture  Nutrition  &  Forestry 

U  S   Senate 

October  17,  1989 


The  American  Cotton  Shippers  Association  endorses 
the  reauthorization  of  the  Commodity  Futures  Trading 
Commission  and  urges  the  Committee  not  to  penalize 
commercial  users  of  the  New  York  Cotton  Exchange  No.  2 
cotton  contract  by  placing  unnecessary  restrictions  on 
industry  practices  or  on  the  trading  of  cotton  futures 
or  option  contracts. 


Interest  of  ACSA 

ACSA  was  founded  in  1924  and  Is  cc^nposed  of 
merchants,  shippers  and  exporters  of  raw  cotton  who  are 
members  of  five  federated  associations,  located  in 
sixteen  states  throughout  the  cotton  belt: 

Arkansas -Missouri  Cotton  Trade  Association 

Atlantic  Cotton  Association 

Southern  Cotton  Association 

Texas  Cotton  Association 

Western  Cotton  Shippers  Association 

ACSA's  525  member  firms  handle  over  80%  of  the 
domestic  cotton  crop  and  90%  of  the  export  market.   In 
1989-90,  8   million  bales  of  U.S.  cotton  will  be 
consumed  by  domestic  mills  and  7.8  million  will  be 
shipped  to  foreign  mills.   To  function  effectively  in 
the  marketplace  farmers,  merchants  cooperatives   and 
textile  mills  must  have  a  viable  futures  contract. 

ACSA  is  proud  that  in  1974  it  was  one  of  the  few 
agricultural  or  trade  organizations  that  supported  the 
establishment  of  an  independent  regulatory  agency  to 
oversee  U  S   futures  markets   Since  then,  ACSA  has 

worked  closely  with  the  Commission  on  numerous  matters 
to  assure  that  the  cotton  industry  from  field  to  mill 
has  a  properly  functioning  price  discovery  mechanism 
replete  with  the  necessary  requisite  safeguards. 

In  our  opinion  the  Conmission  has  properly 
exercised  its  substantial  authority  with  minimum 
interference  of  the  New  York  Cotton  Exchange  No.  2 
Contract.  Further,  the  Commission  through  its 
Agricultural  Advisory  Committee,  Chaired  by 
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Commissioner  Kalo  Hinentan,  undertakes  a  substantial  and 
continuing  effort  to  listen  to  and  inform  the 
agriculture  coimiunlty  on  all  issues  within  the 
Commission's  jurisdiction.  Ho  other  regulatory  agency 
which  impacts  on  U.S.  agriculture  undertakes  such  an 
effort. 

Dual  Trading 

Apart  from  the  obvious  necessity  of  contract 
liquidity  to  make  a  futures  contract  economically 
viable,  the  key  to  the  effective  operation  of  a  futures 
contract  Is  the  efficient  execution  of  trades  by  floor 
brokers.  Poor  executions  penalize  the  customer  as  he 
or  she  will  pay  more  or  receive  less  In  a  given  trade. 
Floor  trading  is  a  demanding  occupation  and  the 
performance  of  individual  traders  differs  according  to 
the  ability  of  the  trader.   Individuals  with  physical 
stamina  and  quick  and  reflexive  minds  have  superior 
trading  ability,  while  others  lacking  these  skill*  are 
average  or  poor  traders.  Every  coimnercial  hedger  seeks 
to  utilize  the  best  traders  given  the  importance  of 
good  trade  executions. 

A  law  or  regulation  which  restricts  the  floor 
trader  by  giving  him  or  her  a  choice  to  trade  for  their 
own  account  or  the  account  of  others  will  result  in  the 
skilled  trader  choosing  to  trade  for  his  or  herself. 
The  commercial  users  of  the  contract  will  suffer  as 
their  trades  will  be  handled  by  the  lesser  skilled 
floor  traders  resulting  in  poor  trade  executions  and 
monetary  losses. 

ACSA's  members  and  others  in  the  industry  are 
opposed  to  the  adoption  of  regulations  which  would 
restrict  the  practice  of  dual  trading  on  the  N.Y. 
Cotton  Exchange  No.  2  Contract.  It  is  our  considered 
judgment  that  the  CFTC  has  sufficient  authority  and 
knowledge  of  the  subject  area  to  regulate  when  they 
deem  It  necessary. 


Insider  Trading 

While  the  bill  Introduced  by  Senators  Leahy  and 
Lugar  does  not  contain  an  Insider  trading  position,  we 
find  the  provision  adopted  by  the  House  sufficiently 
intrusive  on  common  industry  practices  to  express  our 
concerns  and  reconntendatlons  to  the  Senate. 

It  has  been  sound  public  policy  to  recognize  the 
distinction  between  securities  and  commodities.   For 
sensible  reasons  there  exists  a  different  standard  for 
stock  or  option  trades  by  the  officers  or  employees  of 
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publicly  traded  corporations  and  the  .futures  trading  of 
the  principals,  partners  or  employees  of  agricultural 
merchant  firms,  the  officers  or.  employees  of 
agricultural  cooperatives  or  the  officers,  partners,  or 
employees  of  mills  or  processors  of  agricultural 
commodities. 

If  we  all  acknowledge  the  fundamental  differences 
in  the  instruments  we  should  maintain  the  differences 
in  the  obligations  of  the  parties  involved  In  these 
uniquely  different  industries. 

In  publicly  traded  securities  the  insiders,  the 

officers   employees   accountants,  lawyers, 
underwriters  and  investment  hankers  have  a  direct  and 
legally  defined  duty  and  responsibility  to  the 
shareholders  and  the  members  of  the  public  not  to 
divulge  certain  knowledge  or  utilize  it  to  their 
financial  benefit.  The  Insider  is  obligated  to  make 
public  material  information  or  events  which  will 
influence  the  value  of  the  stock. 

By  contrast,  it  is  not  necessary  to  impose  such  a 
duty  or  responsibility  in  the  commodity  or  cash 
markets.   Here,  all  market  participants  have  access  to 
a  multitude  of  factors  which  influence  the  supply, 
demand  and  price  of  a  commodity.  Further,  as  all 
market  participants  have  varying  access  to  different 
types  of  market  information  there  is  no  centralized 
responsibility,  as  there  is  within  a  publicly  traded 
corporation,  to  share  or  exclude  information  from 
market  participants  regarding  events  or  impending 
events  which  may  or  may  not  influence  commodity  prices. 
In  cotton  a  mill  might  anticipate  record  sales  or  slow- 
downs based  on  orders  for  finished  goods  or  yarn,  yet 
another  mill  may  have  the  opposite  experience.  The 
same  is  true  for  cotton  merchants  or  cooperatives. 
Their  respective  experience  may  influence  them  to  take 
opposite  positions  in  the  market   The  so  called  inside 
market  information  may  not  help  them,  as  unlike  the 
corporate  insider  who  stands  to  gain  from  his 
information,  facts  discovered  by  the  commodity  futures 
trader  could  result  in  market  losses. 

Information  from  farmers,  ginners,  merchants 
domestic  and  foreign  mills,  retailers,  weather 
analysts,  USDA  and  foreign  governments  and  reports  form 
various  news  agencies  is  shared  and  assimilated  in  the 
spot  markets  and  in  the  cotton  exchange  where  in  a 
quick  and  efficient  manner  the  price  discovery  system 
assigns  values  to  the  commodity.  Why  restrict  the 
sharing  of  this  information,  especially  when  the  same 
facts  will  often  result  in  different  market  positions 
being  taken  by  individuals  having  equal  access  to  the 
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same  information?  Why  restrict  the  market 
participation  of  people  in  an  Industry  because  of  their 
particular  knowledge  of  a  market  and  their  willingness 
to  speculate  on  the  direction  the  market  might  take? 

We  recommend  that  the  Congress  acknowledge  the 
differences  between  securities  and  commodity  trading 
and  the  use  of  market  information  by  not  restricting 
current  industry  practices  of  utilizing  such 
information  to  expand  or  contract  a  spot  or  futures 
position  and  by  not  prohibiting  individuals  who  work 
within  the  industry  from  futures  trading  for  their  own 
account . 

In  our  opinion  it  would  be  appropriate  to  limit 
commodity  trading  by  employees  of  the  U.S.  Government 
particularly  those  in  USDA,  CFTC,  SEC,  Federal  Reserve, 
Treasury,  State  or  Commerce  who  have  access  to 
information  net  available  to  the  industry  and  the 
speculating  public  which  could  influence  commodity 
markets  and  the  employees  or  officers  of  self 
regulatory  organizations  or  commodity  exchanges  who 
have  access  to  similar  market  sensitive  Information. 

I  thank  the  Coiimittee  for  the  opportunity  to 
present  our  views  and  I  will  endeavor  to  respond  to  any 

guestions  ycu  might  have  at  this  time. 
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The  Chairman.  Mr.  Gillen,  I  might  say  that  in  that  regard,  we 
looked  through  all  the  cases,  all  the  indictments  smd  investigations. 
Insider  trading  was  not  one  of  the  allegations  made.  That's  one 
reason  why  the  legislation  introduced  by  Senator  Lugar  and  myself 
does  not  address  that  area. 

I  suspect  that  it  will  be  a  matter  of  debate  in  the  other  body.  If  it 
is  still  in  their  bill  when  it  gets  done,  it  will  be  a  matter  for  the 
conference,  of  course. 

I  am  more  concerned  about  dual  trading,  which  of  course  was  al- 
leged in  the  indictments.  In  that  regard,  I  would  go  back  to  some  of 
the  testimony  we  heard  yesterday.  One  thii^  that  came  up  over 
and  over  eimong  the  Senators  who  were  Eisking  questions  of  those 
testifying  pro  and  con  on  the  Leahy-Lugar  bill  was  the  issue  of 
credibility  of  the  markets.  Futures  markets  work  only  if  they  are 
credible,  only  if  you  can  rely  on  them. 

Our  bill  allows  dual  trading  based  on  the  realization  that  there 
are  areeis  where  it  is  needed  to  make  markets.  But  if  there  is  any- 
thing that  is  a  lightning  rod  with  the  public,  which  often  doesn't 
understand  the  differences  between  the  various  types  of  markets,  it 
is  dual  trading.  I  think  we  ell  accept  that. 

We  have  a  tough  provision,  as  Mr.  Petersen  said,  especially  be- 
cause it  has  a  1  year  timeframe.  It  is  designed  specifically  for  that 
purpose,  to  keep  a  fairly  short  rein. 

Now,  putting  aside  the  time  limit  just  for  the  moment — and  I 
will  ask  both  Mr.  Petersen  and  Mr.  Gillen  the  same  question:  do 
you  think  that  the  approach  taken  in  our  bill,  which  allows  dual 
treiding  to  continue  so  long  as  the  exchfmge  can  polite  its  floors 
against  dual  trading-related  abuses,  is  a  workable  means  of  r^u- 
lating  this  procedure? 

Let  me  start  with  Mr.  Petersen  and  then  go  to  Mr.  Gillen,  leav- 
ing aside  for  just  a  moment  the  1-year  limitation. 

Mr.  Petersen.  We  agree  with  your  approach,  Mr.  Chairman.  We 
don't  have  any  objection  to  predicating  continuance  of  dual  trading 
on  some  type  of  strict  standard. 

The  Chairman.  Then  feel  free  to  address  the  time  limit. 

Mr.  Petersen.  OK.  I  would  observe  that  yesterday — and  I  forget 
which  witness  it  weis;  maybe  it  was  Mr.  Fink  with  COMEX — talked 
about  burden  of  proof  in  the  dual  trading  section  where  now,  the 
way  it  is  written,  the  burden  of  proof  is  on  the  exchanges  to  dem- 
onstrate that  they  can  do  it.  I  would  agree  with  his  point — we  feel 
the  burden  should  be  on  the  Commission  to  prove  there  is  a  prob- 
lem. But  we  don't  disagree  with  requiring  that  good  systems  be  in 
place. 

And  on  the  1-year  timeirame,  I  would  just  simply  say  we  don't 
feel  it  is  consistent  with  the  3-year,  and  I  think  it  would  be  more 
workable  if  it  were  changed  to  the  3-year. 

If  I  can  add  just  one  more  comment  before  I  close,  if  Mr.  DeVan 
Janssen  had  been  here — he  is  a  commercial  grain  guy — he  was  tell- 
ing me  that  their  main  broker  is  a  dual  trader  in  the  pit  in  Chica- 
go, and  he  is  their  main  broker  because  he  does  the  best  job  for 
them  and  that  they  would  very  much  hate  to  lose  him.  And  Van 
feels  that  the  better  brokers  tend  to  be  dual  traders.  He  is  very 
concerned  that  if  we  should  have  strict  limits  that  a  lot  of  th     i 


cibv  Google 


640 

will  opt  to  trade  for  their  own  account.  That  doesn't  help  market 
efficiency. 

The  Chairman.  Mr.  Gillen. 

Mr.  GiLLBN.  Senator,  I  tend  to  agree  with  the  statement  made  l^ 
Mr.  Melamed.  I  would  rather  let  the  technolo^  develop  itself.  Inso- 
far as  the  cotton  contract  is  concerned,  there  is  no  problem.  It  is  a 
small  contract. 

The  Chairman.  I  don't  understand  your  answer.  What  does  tech* 
nology  have  to  do  with  the  exchanges'  policing  the  floors  eigainst 
duEil  trading-related  abuses? 

Mr.  Gillen.  Well,  I  have  no  problems  with  that.  I  thought  you 
were  referring  to  the  3-yesir  timeframe 

The  Chairman.  No,  no.  I'm  sorry.  I  was  referring  to  the  question 
of  our  approEich  which  edlows  dual  trading  to  continue  so  long  as 
the  exchange  polices  its  floors  eigainst  the  dual  trading-related 
abuses. 

Mr.  Gillen.  I  have  no  particular  qualms — let  me  rephrase 
that 

The  Chairman.  In  other  words,  dual  trading  continues  so  long  as 
the  exchange  demonstrates  that  it  can  police  its  floors  ageunst 
abuses. 

Mr.  Gillen.  Well,  in  the  cotton  contract,  we  have  no  problems  at 
eill.  We  are  convinoed  that  they  are  doing  an  adequate  job.  Insofar 
as  the  larger  exchanges  go,  if  you  are  asking  me  to  opine,  my  expe- 
rience from  my  fissociation  with  the  futures  industry  for  some  25 
years  is  that  I  think  the  managers  of  the  exchanges  are  quite  con- 
cerned about  the  integrity  of  the  exchanges,  and  tney  will  make  an 
all-out  effort  to  comply  as  best  they  can  in  whatever  time  limit  you 
pro[>ose. 

"riie  Chairman.  Under  this  bill,  they  would  have  to,  or  dual  trad- 
ing is  gone. 

How  concerned  are  you  about  orders  you  send  out  being  mishan- 
dled on  the  exchange  floor?  Has  that  been  a  problem  for  you? 

Mr.  Gillen.  Well,  I  have  a  managed  futures  accoimt  personally, 
and  I  have  never  had  tmy  concerns.  I  have  never  had  any  suspi- 
cions that  I  was  being  taken  for  a  ride. 

The  Chairman.  Mr.  Petersen. 

Mr.  Petersen.  Our  members  have  always  been  very  confident  in 
the  system,  and  as  I  said,  maybe  not  clearly  enough,  they  are  in 
the  market  all  the  time,  and  if  they  don't  feel  that  they  are  being 
treated  well,  they  will  find  somebody  who  will.  So  they  are  inti- 
mately familiar  with  the  market  and  they  remain  confident  in  the 
market. 

The  Chairman.  Do  they  feel  they  have  enough  choice  if  they  do 
have  concerns  they  can  go  elsewhere? 

Mr.  Petersen.  No  question. 

The  Chairman.  Thank  you. 

Senator  Boschwitz. 

Senator  Boschwitz.  I  am  just  looking  at  the  GAG  report  because 
as  I  recall,  dual  trfiding  was  not  particularly  thought  to  be  part  (k 
the  problem  because  they  thought  that  while  dufil  trading  provides 
an  opportunity  to  take  advantage  of  the  customers,  Deparbnent  of 
Justice  indictments  show  that  any  abuse  that  a  dual  trader  bitter 
can  commit  alone  can  also  be  committed  by  nondual  trading  bro- 
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kers  working  ttwether.  Therefore  it  is  unclear  to  what  ext«nt  elimi* 
nating  dual  trading  will  reduce  trade  practice  abuses.  Then  they  go 
on  to  say  a  better  deterrent  would  be  for  the  exchangee  to  precisdy 
eind  independently  time  the  process  of  customer  orders,  and  that^ 
the  whole  business  of  the  trail.  This  timing  data  would  better 
enable  the  exchange  to  identify  and  document  cases. 

So  that  we  will  also  look  at  that  carefully.  Do  you  agree,  Mr. 
Gillen — it  is  a  shame  that  we  are  not  bringing  Neal  Gillen  b^k  at 
6  in  the  morning,  I  might  say;  he  has,  as  the  chairman  has 
noted 

The  Chairhan.  It  builds  character. 

Senator  Boschwttz.  It  builds  character — are  you  suggesting,  Mr. 
Chairman,  that  Mr.  Gillen  needs  additional  character? 

The  Chairman.  I  was  thinking  of  the  members.  [Laughter.] 

Senator  BoscHwrrz.  Touch6,  Mr.  Chairman. 

Do  you  agree,  too,  that  the  burden  of  proof  should  be  on  the 
CFTC  rather  than  the  exchangee  to  establish  the  not  necessity,  but 
desirability  of  ending  dual  trading? 

Mr.  Gillen.  Well,  I  think  it  is  the  responsibility  clearly  of  the 
exchanges  to  take  the  appropriate  safeguards  to  see  that  there  are 
no  abuses  committed  before,  during  or  after  trading  hours.  Insofar 
as  the  Commission  is  concerned,  the  Commission  has  an  obligation 
to  prescribe  r^^atlons  based  upon  its  analysis  of  the  activil?  in 
the  particular  market. 

Senator  Boschwtiy.  Just  aa  a  matter  of  question,  because  I'm  not 
so  familiar  with  the  Cotton  Exchange;  it  is  a  smaller  exchange,  and 
therefore  some  of  these  smaller  exchanges — I  know  that  my  Minne- 
apolis excheuige  spoke  very  feelingly  about  the  need  for  dual  trad- 
ing— I  presume  that  applies  as  weU  to  the  Cotton  Exchange. 

Mr.  Gillen.  That's  a  case  in  point,  yes. 

Senator  Boschwitz.  Let  me  also  ask  you  about  the  open  outcry, 
what  you,  Mr.  Petersen  and  Mr.  Gillen,  feel  about  the  open  outcry, 
whether  or  not  it  can  be  replaced  or  whether  or  not  it  is  still  a  ne- 
cessity of  the  exchanges  eis  you  see  them. 

Mr.  Gillen.  Well,  I  started  to  answer  this  question  before.  I  be- 
lieve in  the  open  outcry  system,  but  one  has  to  acknowledge  tech- 
nological advances. 

In  listening  to  the  testimony  yesterday,  Mr.  Melamed  indicated 
that  without  the  impetus  of  this  legislation  or  Commission  regula- 
tions, they  have  been  attempting  to  develop  technology,  and  I  think 
the  technology  should  be  permitted  to  develop  so  the  open  outcry 
system  can  be  made  more  efficient. 

It  has  been  my  experience  that  the  people  in  the  markets  are 
very  supportive  of  any  device  that  will  permit  them  to  increase  the 
number  of  trades  they  engage  in  as  this  will  increase  their  poten- 
tial to  make  or  lose  money  in  a  given  situation. 

Mr.  Petersen.  Senator  Boschwitz,  our  members  are  strongly 
committed  to  the  open  outery  system.  We  continue  to  think  it  is 
the  most  effective  and  efficient  way  of  transacting  business  in  that 
environment,  and  we  think  the  human  interaction  that  goes  with  it 
makes  it  so. 

I  might  also  point  out  that  with  the  alternative  being  computer 
systems,  I'm  not  sure  that  those  are  always  infallible,  and  they 
may  reuse  just  as  many  or  more  problems  than  we  may  be  solving. 
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Senator  Bo6CHWITZ.  I  noted  that  yesterday,  that  some  people 
seem  to  be  able  to  bug  or  de-bug— I  am  not  entirely  of  the  comput- 
er age,  Emd  I  don't  have  this  love  fifffiir  with  computere,  so  perhaps 
I  am  not  afi  imderstanding  of  it  as  I  should  be.  But  I  also  am  con- 
cerned that  in  spite  of  a  totfil  trfiil,  that  that  may  not  lead  to  some 
new  abuses  that  we  have  not  yet  contemplated — though  if  there  is 
a  total  treiil,  and  if  it  is  a  closer  trail,  one  would  think  that  the  poe> 
sibility  and  leverage  for  abuses  is  more  limited. 

I  would  say,  Mr.  Chairman,  that  as  I  indicated  to  you,  I  didn't 
think  this  panel  would  take  very  long,  at  least  as  far  as  I  was  con- 
cemed.  It  is  a  shame  to  let  them  go  so  quickly  and  not  return  early 
tomorrow  morning,  but  I  have  no  further  questions. 

The  Chairman.  Do  yt>u  mean  you  don't  want  to  come  back  and 
meet  with  me  just  on  genered  principle  around  6  tomorrow 
morning? 

Senator  Boschwttz.  Well,  I  might. 

The  Chaikman.  You  are  probably  one  of  the  people  who  lallygags 
in  here  at  7  in  the  morning. 

Senator  BoscHwrra.  I  am  a  better  sleeper  than  the  chairman. 

The  Chaibbian.  And  you  will  probably  live  longer  for  it 

Gentlemen,  not  withstanding  some  of  the  levity  that  you  may 
have  seen  here,  I  consider  this  series  of  hearings  extremely  impor- 
tant. I  have  tried  to  provide  eill  Senators  with  all  the  time  iixey 
wanted  because  I  think  that  this  is  a  very,  very  important  area. 
The  Senator  from  Minnesota  has  asked,  both  yesterday  and  today, 
some  extremely  important  questions  which  will  help  the  hearing 
record,  as  have  all  Senators.  I  would  note  for  the  record  that  if 
Senators  need  further  information  on  this,  we  will  do  everything 
possible,  either  formally  or  informally,  to  make  it  available.  This 
committee  will  have  to  tackle  in  this  legislation  one  of  its  most  im- 
portant challenges  of  this  Congress — this  and  the  farm  bill  itaelf. 
In  many  ways,  its  lasting  effect  will  be  just  as  important  as  that  of 
the  farm  bill.  So  I  appreciate  edl  the  time  you  have  taken. 

Thfmk  you.  We  stand  in  recess. 

[Whereupon,  at  11:30  a.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  Chair.] 

[Material  submitted  for  inclusion  in  the  record  ftdlows:] 
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J,  DC 

Mr.  Cbairman  and  members  of  the  committee: 

My  Dame  is  Philip  A-Pekin.  I  tun  duunuan-of  the  Enforcement  Section  of  the 
North  American  SecuritieB  AdminiatiatorB  Association  (NASAA) '  and  commiasion- 
er  of  the  Colorado  Diviaion  of  Securitiee.  I  appredate  the  (qtportunily  to  offer 
NASAA's  views  od  the  ivopoaed  "Paturet- Trading  Practicea  Act  <a  19S9." 

.Mr.  Chairman  and  Senator  Lugar,  NASAA  commends  you  for  offering  a  compre- 
hensive  legislative  package  designed  to  improve  regulatory  ov«raiKht  of  tbe  cominod- 
itie»  markets.  If  Bdopted.'the  Pstures  .Trading  Practioes  Act  of  1389  may  well  pave 
the  way  fbr  r«newe«]  investor  tonMence  in  t£e  operatioDs  and  fairnass  rf  the  com- 
modities markets.  The  invposed  legislation  will  send  a  dear  rignal  to  brokers  and 
traders  in  the  futures  jrits  that  fraud  andabuse  will  no  longer  oe  tolerated.  Crimi- 
nal activi^  wiU  be  detected  and  wrragdoers  punished. 

Much  of  my  more  than  10  years  in  State  securitiea  regulation  and  enforcement 
has  been  devoted  to  fighting  commodtties  fraud.  For  sereral  yearn,  I  served  as  chair 
of  the  NASAA  Commoditiee  Committee  and  have  been  a  member  of  the  Advisory 
Committee  on  State/Commodity  Futures  Trading  Commission  Cooperation  for  more 
than  3  years. 

In  my  10  years  of  State  inveator  protection  experience,  white  collar  crime  has 
grown  &om  a  major  prcMem  to  a  national  catastrophe.  These  finandal  crimes  have 
become  as  complex  as  they  are  disturbing.  ScaodaJa  involving  wid8S[R«ad  commod- 
ities fraud,  inuder  tradiiu,  manipulation  t^  the  penny  stock  market,  savings  and 
loan  fraud,  money  laundering,  and  defense  contractor  fraud  have  significantly 
eroded  the  public's  faith  in  our  financial  marketa,  industriee  and  financial  institu- 
tions and  have  raised  fundamental  questions  about  our  Nation's  conunercial  ethics. 
White  collar  crime  has  reached  crisiB  prxqwrtrans.  What  are  investors  and  the  public 
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against  them.  In  a  June  1989  BiuinenWeek/Sanis  Poll  public  opinion  survey  about 
the  treatment  of  individual  investors  in  the  financial  markets.  reepoDdents  wen 
asked  whether  the  individual  stands  a  chance  against  big  institutioiial  traders  snd 
market  professionals.  A  full  68  percent  said  that  the  individual  "does  not  stand  a 
chance,    while  only  23  percent  responded  that  an  "individual  inveator  gets  treated 

The  exodus  of  the  individual  investor  from  the  financial  markets  commencing 
with  the  crash  of  October  1987,  and  the  attendant  rise  in  market  volatility,  such  as 
we  are  currently  witnessing,  illustrate  once  again  that  the  ' 
ing  pi^lic  is  crucial  to  stable  and  sound  financial  marketa. 

Thb  CusaxNT  SYnu  Is  Nor  Worxino 


'  NASAA  u  the  DatianAl  voice  (^  the  EO  State  aguuiea  ivspoiMible  for  the  protection  of 
tOTB  and  the  efficient  functioniiig  of  the  capital  maikets  at  the  graMTOota  level  in  the 

Suiee. 
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operation  that  put  wired,  undercover  Federal  Bureau  of  Invcstigatit  .  ._. 

in  tite  trading  pits.  The  aUegatitHu,  if  true,  document  market  fimuda  more  invraitive 
than  anything  Ivan  Boeeky  ever  conceived. 

The  widespread  fraud  and  manipuli^ion  uncovered  in  th«  Federal  investigation 
into  Chicago  8  commodities  markets  raised  critical  questions  about  the  integri^  of 
the  futures  trading  process  and  its  r^ulation.  Hw  conclusion  is  now  inescapable: 
Weak  lawi^  lax  enforcement  and  ovenngfat,  and  a  Federal  regulator)'  agen^  ham- 
pered by  inadequate  funding,  all  combine  to  create  an  environment  in  which 
market  professionals  have  everv  incentive  and  opportuni^  to  cheat  investors  for 
their  own  enrichment.  Clearly,  the  irratem  is  not  working. 

The  underfunded  and  understaffed  Commodity  Futures  Trading  Commitaion 
(CFTC)  simply  cannot  effectively  oversee  the  burgeoning  futures  marketa.  Over  its  16 
jwar  life,  the  CFTC  has  not  been  known  for  ferreting  out  much  trading  abuse— nor 
IS  it  well  equipped  to  do  so.  While  NASAA  has  great  respect  for  the  agenesis  En- 
forcement Division,  we  also  know  that  they  are  hopelessly  outgunned,  "ne  staff  has 
done  remarkably  well  over  the  years,  given  their  meager  resources  and  the  prob- 
lems associated  with  enforcing  the  Commodi^  Exchange  Act. 

While  not  direcUy  comparable,  it  is  nonetheless  instructive  to  take  a  niiVi  hjf  nJilr 
look  at  the  reeourcee  and  staff  of  the  Securities  and  F" ' " j— ■—  -«~™. 


look  at  the  reeourcee  and  staff  of  the  Securities  and  Exchange  C 
and  of  the  CFTC.  The  bottom  line:  The  SBC  has  nearly  four  times  the  budget  and 
staff  of  the  CFTC.  In  addition,  the  SEC  has  60  State  securities  agencies  working 
along  side  them  to  protect  the  integrity  of  capital  markets.  Since  Fedwal  ^^"miMp 
itiee  law  preempts  tbe  States  from  regulating  the  commodities  exchange  industry, 
Uie  CFTC  stands  alone  to  police  this  burgeoning  marketplace.  

With  an  annual  budget  of  $34.7  million  and  a  total  staff  of  536,  the  CFTC  is  ex- 
pected to  oversee  a  marketplace  which  has  experienced  explosive  growth  in  the  last 
decade.  One  measure  of  the  exchanges'  growth  is  seen  in  the  number  of  contracts 
traded.  Volume  is  heaviest  at  the  Chicago  Board  of  Trade,  where  148  nullion  con- 
tracts changed  hands  last  year,  up  from  23  million  in  1977.  During  the  sanse  po^od, 
contracts  at  the  Chicago  Mercantile  Exchange  rose  to  78  milHcni,  up  from  7.9 
million. 

The  CFTC  has  not  kept  pace  with  this  growth — neither  in  terms  of  resouicss,  nor 
in  terms  of  more  modernized  and  stringent  regulations  to  stop  fraud  and  traiUng 
abuses.  NASAA  has  joined  the  chorus  oi  voices  over  the  last  several  years  warning 
that  gape  in  futures  regulation  and  inadequate  resources  were  makuig  it  easy  for 
brokers  to  cheat  customers,  while  at  the  same  time  ■"■'■'"g  it  almost  impossible  to 
catch  those  who  cheat.  This  can  obviously  no  longer  be  tolerated. 

Last  year,  the  CFTC  brought  a  mere  48  enforcement  actions  for  commodi^-tradr 
ing  rule  violations.  The  SBC,  by  comparison,  brought  262  casss  of  insider  trading 
and  other  violations  of  the  securities  laws.  Critics  of  the  CTTC  msy  look  at  this 
number— 48  enforcement  actions — and  assume  that  the  CnnmiBsimi  has  ^ten  down 
on  the  lob.  We  suggest  that  there  is  another  explaiution  for  the  oon^iwatively  low 
level  of  enforcement  activity  emanating  from  the  Cranmiesion:  The  violation  in- 
volved are  incredibly  complex  and  not  easily  subject  to  detsctiott,  and  the  CFTC  is 
attempting  this  task  with  woefully  inadequate  resources. 

liie  la(£  of  resources  and  regulator  authori^  provided  to  the  Federal  sgencv 
charged  with  protecting  the  integrity  of  the  futures  markets  has  been  ju»t^ed  tradi- 
tionally  by  the  claims  that  the  exchanges  can  police  themselves.  While  it  is  now  ob- 
vious to  even  the  most  casual  observer  that  the  ezchangM  have  not  adequate^  po- 
liced themselves,  NASAA  respectfully  submits  that  a  regulatoiy  system  that  teOes 
almost  exclusivdy  on  self-reflation  is  inherently  flawed  And,  the  deficiencies  in 
the  self-r^ulation  system  are  compounded  when  a  closed  communis  <verBtes  with 
little  or  no  public  scrutiny.  The  fact  that  the  widespread  fraud  in  the  fliturcs  pita 
was  revealed  only  after  undercover  moles  penetrated  the  system  is  a  powerful  in- 
dictment of  the  current  exchange  self-regulatory  approach. 

Have  the  exchangee  proven  themaelvee  up  to  the  task  of  policing  their  own  mem- 
bers and  markets?  The  March  1989  report  of  the  General  Accounting  Office  <GAOX 
"Chicago  Futures  Maricet:  Initial  Observations  on  Trade  Practice  Abusss,"  casts  a 
skeptiMl  eye  on  the  exchange  self-regulatory  system.  After  reviewing  the  data  con- 
tained in  tiie  GAO  report,  one  must  concluide  that  the  number  of  ^scqilinBry  ac- 
tions taken  against  commodities  trading  professionals  in  recent  years  does  not  nec- 
essarily reflect  the  ma^tude  of  abuse  at  the  Nation's  largest  ftitures  maikstB. 

The  number  of  tradmg  professionals  sanctioned  for  violations  on  the  floor  of  the 
Chicago  Mercantile  Exchange  (CME)  rose  from  13  in  1984  to  105  in  1988,  while  sanc- 
tions at  the  Chicago  Board  of  Trade  (CBT)  went  from  a  low  of  8  in  1986  to  a  hi^  of 
02  in  1986.  In  1988.  the  CBT  penalized  13  floor  participants.  CHE  fines  for  trads 
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practice  abuses  totaled  approximately  $3.6  million  over  the  moBt  recent  5-year 
period.  The  CBT  in  this  6-year  period  handed  out  a  total  of  approximately  ^11,000 
in  fines.  Given  the  volume  of  trading  on  the  exchanges  and  the  results  of  the  FBI 
sting,  one  must  wonder  why  so  few  violators  were  detected  through  the  exchange 
oversight  program.  The  number  of  members  expelled  on  both  exchangee  averaged 
about  two  a  year. 

Why  are  so  few  violations  detected  and  punished  by  the  exchanges?  It  certainly  is 
not  because  the  violations  ore  not  occurring.  Perhaps  detection  and  punishment  of 
wrongdoers  is  not  a  high  priority  of  the  exchanges.  We  believe  self-r^fulation  can  be 
on  elective  component  of  a  comprehensive  regulatory  scheme,  but  tmly  when  there 
is  a  powerful,  active  and  well-funded  government  r^ulator  involved. 

NASAA  Supports  the  Futuees  Trading  Practices  Act  op  1989 
The  "Futures  Trading  Practices  Act  of  1989"  recognizes  the  deficiencies  in  the 
current  regulatory  system,  and  through  several  improvements,  sets  in  place  tiie 
mechanisms  for  restoring  integrity  to  the  markets. 

Who  has  been  harmed  Iw  the  pervasive  cheating  in  the  futures  pits?  Individual 
investors — the  customers  of^big  brokerage  houses — who  are  perhaps  most  vulnerable 
to  abuse.  Typically,  the  individual  investor  is  the  farthest  remov^  ^m  the  trading 
floor  and  is  the  least  able  to  marshall  enough  "inside  information"  on  trading-pit 
activities  to  defend  him  or  herself  Many  individuals  participate  in  the  futures  mar- 
kets through  commodities  funds  and  pools — managed  accounts  and  funds  used  by  a 
wide  range  of  individuals  and  brokers  to  diversify  their  investment  portfolios.  Big 
commodity  funds,  which  are  roughly  similar  to  mutual  funds,  may  be  particularly 
vulnerable  to  frontr^running  and  other  abuses,  because  they  frequently  use  outside 
brokers  to  execute  trades.  Most  importantly,  our  entire  financial  system  is  harmed 
when  it  is  undermined  by  fraud,  abuse  and  corruption.  The  futures  markets  have 
evolved  from  the  relatively  quiet  days  of  trading  agricultural  commodities  to  the 
volatile  fmancial  marketplace  of  the  world  it  is  today. 

NASAA  strongly  supparta  the  provisions  of  the  Futuret  Trading  Practices  of  1989 
which  would:  

•  Hike  the  budget  of  the  CFTC; 

•  Improve  CfTC  exchange  oversight  and  exchange  accountability; 

•  Provide  for  treble  damages  to  defrauded  investors  and  enhanced  private  civil 
liobUity;  ^^ 

•  Provide  enhanced  Ct'lC  authority  to  levy  fines  and  penalties;  and 

•  Impose  new  restrictions  on  telemarketers. 

These  proposed  reforms,  if  enacted,  will  go  a  long  way  toward  giving  both  inves- 
tors and  the  CFTC  an  even  chance  at  combating  the  frauds  evidenced  by  the  indicts 
ments  in  Chicago. 

CfTC  Resoukcbs 

The  proposed  le^lation  authorizes  a  60  percent  budget  increase  for  the  CFTC 
over  a  5-year  period.  These  desperately  needed  additional  resources  will  allow  for  a 
greater  CFTC  presence  on  trading  floors,  strengthened  oversight  of  excban^  self- 
regulatory  programs,  heightened  monitoring  of  computer  technology  and  more  staff 
to  develop  and  prosecute  enforcement  actions. 

While  NASAA  recognizes  that  the  expansion  of  the  CFTCs  authority  to  charge 
service  fees  may  be  controversial,  we  nonetheless  beUeve  it  is  an  appropriate  and 
necessary  authority.  Let  thcee  who  use  the  commodities  pay  for  their  r^ulation. 

iHPROvsn  Exchange  AccouNTAsnjTY  and  CFTC  Ovebsiqht 

The  simple  fact  is  that  exchange  seLf-regulatioii,  in  its  current  form,  has  not 
worked.  There  must  be  strengthened  CFTC  oversight  and  improved  exchange  ac- 
countability if  the  integrity  w  the  marketplace  and  investor  confidence  is  to  be 
restored. 

First,  technological  advances  make  possible  an  enhanced  audit  trail  system  capa- 
ble of  capturing  transaction  times  ind^iendently,  precisely  and  completely,  lliere  is 
no  acceptable  reason  why  state-of-the-art  systems  should  not  be  put  in  place  inune- 

Second,  the  CFTC  will  be  empowered  to  suspend  the  highly  questionable  practice 
of  dual  trading^the  commodities  markets  equivalent  of  insider  trading  in  securi- 
ties— unless  an  exchange  can  demonstrate  that  systems  are  in  place  that  can  and  do 
detect  dual  trading-related  abuses. 
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mrd,  the  CFTC  will  be  given  both  greater  oversight  authority  over  the  ex- 
changeB  and  an  enhanced  participatory  role  in  the  development  and  implementa- 
tion ^exchange  setf-r^ulation, 

E^NHANCED  Civn.  Liabujty  and  pENALTm 

Many  of  the  fraud  charges  brought  against  participants  at  the  Chicago  Board  of 
Trade  and  Chicago  Mercantile  Excnange  stemmed  from  allegations  of  brokers  cheat- 
ing customers  and  then  covering  up  their  alleged  wrongdoing  with  doctored  records. 
Even  in  the  face  of  the  potential  ramifications  of  liability  tmoer  the  RacketwE  Influ- 
enced and  Corrupt  OrgtuiizationB  (RICO)  Act,  with  its  tr^le  damagw,  forC^ture  pro- 
visions and  enhanced  criminal  exposure,  these  defendants  apparently  thought  it  was 
worth  the  risk.  Simple  damages  would  merely  provide  that  when  cau^ft,  tb»  de- 
frauding party  must  simplv  return  the  ill-gotten  gains.  Iiiis  is  not  the  ^pe  of 
remedv  tlwt  can  be  expected  to  effectively  deter  such  insidious  fraud. 

NASAA  strongly  supports  the  provisions  In  the  proposed  l^islnthui  whkh  wilh 
(1>  make  future*  conunlislon  merchants  (FCM)  liable  for  custonier  losses  caused 
by  malfeasance  of  a  floor  broker  it  selects  to  execute  the  customer's  trade;  and  (Z) 
^ows  a  defriiuded  investor  to  seek  treble  damages  if  on  PCM  willfully  and  inten- 
tionally fails  to  exercise  due  diligence  in  selecting  or  miHiitaring  the  activities  of  a 
floor  broker. 

Enhanced  Penalti^ 

The  proposed  legislation  enhances  the  CFTC's  fining  authority  and  increaaee  the 
amount  of^the  &ies  that  may  be  imposed  in  criminal  proceeding.  We  certainly  sup- 
port tibese  enhancements  in  the  wake  of  the  recent  history  of  indictmenla.  In  ad^- 
tion,  NASAA  supports  the  proposal  which  would  give  the  CFTC  the  authority  to 
seek  restitution  in  its  own  enforcement  actions.  Given  the  Commission's  reluctance 
to  support  the  restitution  proposal,  we  beUeve  that  a  congressional  mandate  in  thk 
r^mrd  is  made  all  the  more  important 

As  to  the  criminal  sanctions,  it  should  be  noted  that  to  our  knowledge,  the  c; 


TKLauAKKBTiNG  Fraud 
NASAA  estimates  that  Americans  loee  more  than  SI  million  every  hour — rou^tly 


Conclusion 

Our  fmancial  markets  are  exerting  an  ever  mo , __.  . 

day  livee  of  Americans.  Like  the  unfortunate  reeideots  of  South  Carcdina  hel[di 
awaitins  the  onslaught  of  Hurricane  Hugo,  did  we  not  all  spend  the  we^end  of  Oc- 
t^dier  1^15  fearing  a  repeat  of  Octt^r  19, 19877  Were  we  not  all  wonderiiw  if  more 
should  have  been  done  to  prevent  such  vulnerabilitv  and  market  volatility?  "The 
risks  associated  with  commodities  trading  are  legendary.  Inec^uity  and  disbMiesty 
should  not  be  among  those  risks.  The  proposed  Futures  Trading  Practices  Act  ot 
1989  will  go  a  long  wa^  toward  making  the  exchanges  a  more  fair  (dace  to  deal  and 
represents  a  strong  signal  that  commodities  fraud  will  not  be  tolerated.  NASAA 
strongly  urges  its  enactment 

Thank  you. 
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behalf  of  the  National  Grain  and  Feed  Association.  I  presently  serve  as  chairman  of 
NGFA's  Commodity  Exchange  Committee, 

The  memberehip  of  the  National  Grain  and  Feed  Association  (NGPA)  encom- 
poBBes  more  than  1,800  companies  representing  some  5,000  facilities  that  handle  and 
merchandise  about  two-thirds  of  all  U.S.  grain  and  oilseeds.  Our  member^p  is 
comprised  of  eveiy  segment  of  the  grain  and  feed  industries — countrjr  elevators,  ter- 
minals, merchandiBers,  exporters,  teed  manufacturers  and  primary  food  processors. 

Mendiers  of  NGFA  rely  heavily  upon  the  futures  markets  to  het^e  purchases  and 
sales  of  grain  and/or  groin  products.  The  futures  markets  of  today  that  play  a  criti- 
cal role  in  agriculture  and  financial  markets,  had  their  beginnings  in  Chicago  more 
than  100  years  ago.  It  was  the  grain  trade  that  pioneered  these  efforts  and  the 
migor  grains  were  the  conunodities  first  traded  on  these  exchanges.  In  the  ensuing 
decades  futures  trading  has  expanded  to  other  commodity  sectors  where  ^tures 
have  proven  themselves  repeatedly  to  be  efficient  and  viable  marketing  and  risk 
management. mechanisms  for  a  wide  array  of  commercial  buBiness  interests. 

The  U.S.  grain  industry  is  proud  of  the  role  it  played  in  the  development  of  com- 
modity futures  markets.  It  is  pleased  with  the  expansion  that  has  transpired  in  the 
futures  industry.  The  NGFA  believes  it  has  been  a  constructive,  positive  force 
during  this  development  and  growth  process.  It  is  a  matter  of  record  that  this  Asso- 
ciation has  been  a  responsible  cooperative  counselor  to  the  Congress  and  other 
branches  of  government,  and  has  aided  government  as  it  has  considered  legislation 
and  regulatory  proposals  pertaining  to  futures  markets. 

Continuation  of  viable  futures  markets  is  critical  to  a  competitive  and  efficient 
marketplace  for  agriculture.  The  price  discovery  mechanism  provided  by  the  futures 
markets  benefit  the  entire  national  economy  as  It  ensures  fair  prices  are  offered  to 
Ix^  producers  and  consumers  alike.  Just  as  important  to  the  smooth  functioning  (rf' 
a  competitive  marketplace  is  the  risk  management  mechanism  provided  by  futures 
and  options  markets.  Without  the  opportunity  to  shift  risks  via  these  markets,  com- 
mercial interests  would  be  unable  or  unwilling  to  offer  many  of  the  marketing  serv- 
ices available  today.  Futures  markets  provide  the  efficiency  and  risk  transferal 
mechanisms  necesssi?  to  offer  marketing  services  at  the  lowest  cost  possible,  which 
benefit  botti  the  producer  and  ultimate  consumer  of  agricultural  commodities.  Fu- 
tures markets  are  truly  the  cornerstone  of  an  efficient  marketplace. 

Reauthorizing  the  CFFC 

This  year.  1989,  marks  the  1.5th  anniversan'  of  the  Commodity  Futures  Trading 
Commission  as  an  independent  body  regulating  futures  trading.  While  the  CFTC 
has  overall  regulatory  authority  over  futures  trading  and  is  responsible  to  Congress, 
the  exchanges  themselves  and  self-regulatory  organizations  also  assist  in  market 
regulation.  We  continue  to  believe  that  all  futures  markets  should  f>e  regulated  by 
an  independent  regulatory  body.  Over  the  years,  the  CFTC  has  proven  its  cap^ility 
to  regulate  efiectively  while  allowing  markets  to  perform  their  intended  economic 
function.  For  this  reason,  we  support  the  continued  reauthorization  of  the  CFTC. 
The  budgeting  and  appropriations  processes  will  continue  to  provide  periodic  over- 
sight by  the  Congress  and,  if  unusual  circumBtances  justify.  Congress  can  always  use 
its  investigatory  powers  to  review  problem  areas  at  its  discretion.  The  CFTC,  in  our 
view,  lias  earned  the  right  to  become  a  permanent  Federal  agency,  and  should  be 
allowed  to  devote  more  of  its  resources  to  the  actual  market  surveillance  and  en- 
forcement activities  for  which  it  is  intended,  rather  than  having  to  expend  its  limit- 
ed resources  in  a  series  of  recurring  reauthorization  processes. 

Mahqin-Setting  Authobity 

While  not  under  active  consideration,  the  issue  of  margin-setting  authority  being 
vested  in  one  or  more  government  agencies  remains  a  primary  concern  for  our  in- 
dustry. It  is  our  firm  belief  that  margins  on  fiituree  contracts  should  continue  to 
come  under  the  sole  purview  of  individual  futures  exchanges. 

There  appears  to  be  continuing  confusion  alxiut  futures  market  margins  that 
cause  some  to  believe  there  is  similarity  between  margins  on  securities  and  margins 
on  futures.  The  purpose  of  margins  in  fiitures  marl^ts  is  to  ensure  the  financial 
integrity  of  all  futures  buyers  and  sellers.  The  purpose  of  a  maigin  in  securities 
markets  is  to  serve  as  a  downpeyment  on  a  credit  transaction.  The  purppae  of  secu- 
rities markets  is  to  transfer  title  &om  one  security  owner  to  another.  The  function 
of  futures  markets  is  not  to  tnmsfer  title,  but  rather  Ut  transfer  price  risk.  Thus, 
the  futures  margin  acts  much  as  a  performance  bond,  and  depending  on  price  vola- 
tility and  risk  in  any  given  market,  is  suttject  to  change. 
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We  do  Qot  believe  any  goveroment  agency,  no  matter  bow  enlightened  or  well- 
intentioned,  poeeeeses  the  capability  to  manage  the  margin  reaponsibilitiee  for  fu- 
tures markete.  We  do  not  believe  any  government  agency  coula  be  sufficiently  re- 
sponsive to  changes  in  margin  levels  that  frequently  must  be  effected  in  an  environ- 
ment of  {iast4>reaking  changes  that  necessitate  rapid,  immediately  implemented  de- 
cisions on  mai^in  levels.  In  our  judgment,  only  the  individual  exchanges  have  the 
capability  to  d^  with  the  logistical  realities  of  margin-setting  responsibilities. 

Notwithstanding  the  current  concern  over  ezclunge  regulation  and  oversisfat, 
from  our  perspective  as  conunercial  hedgers,  we  believe  that  commodity  maruta 
generally  are  functioning  efficiently  under  the  current  regulatory  structure.  We  be- 
lieve that  an  over-reaction  in  the  name  of  regulation  routd  well  do  considerable 
damage  to  efficiently  running  markets.  At  the  same  time  adequate  self-regulation 
by  exchanges,  self-regulatory  organizations  and  the  CFTC  must  be  taken  very  seri- 
ously if  the  self-regulatory  structure  is  to  be  maintained  with  confidence.  Tlius, 
while  the  s^tem  is  performing  reasonably  well,  everyone  with  interest  in  the  long- 
term  viabUity  of  futures  markets  should  welcome  the  opportunity  to  consider  means 
of  improving  market  regulation  and  surveillance  to  ensure  the  highest  degree  of  in- 
tegrity in  trading. 

DuALTRAOiNa 

A  principal  issue  of  these  hearings  and  of  S.  1729  is  how  to  beet  rwulate  roarketa 
to  mmimize  potential  abuse  of  du^  trading  practices.  First,  it  is  vital  that  Congress 
recognize  the  important  role  dual  trading  plays  in  maintaining  liquidity  in  many 
markets.  Adequate  liquidity  is  important  to  hedgers  as  the  cost  of  placing  hedgea 
can  increase  tremendously  in  thin,  lightly  traded  markets.  Thus,  dual  trading  is  not 
bad  per  se;  in  fact  it  contributes  strongly  to  the  efficiency  of  futures  markets  today. 

Clearly,  however,  the  use  of  dual  trading  can  be  abused,  and  close  surveillance  oy 
the  CFTC  and  exchangee  is  necessary.  To  address  the  dual  trading  issue,  we  support 
an  approach  giving  CKlC  specific  legislative  objectives  concerning  audit  trails,  and 
authorizing  the  CFTC  to  write  specific  nlles  with  stringent  penalties  for 
noncompliance. 

Auorr  Trails 
An  accurate  audit  trail  is  key  to  the  detection  of  many  potential  trading  abuses. 
We  believe  an  audit  trail  should  be  bb  accurate  bb  current  technology  wUl  allow, 
within  reasonable  parameters  for  cost  We  also  support  requirements  on  tightening 
surveillance  activities  during  heavy  trading  periods  when  abuses  are  more  likely  to 
occur.  We  believe  this  approach  would  provide  adequate  public  protection  and  pre- 
serve the  market  liquidity  necessary  for  market  efficiency  and  viabihty. 

GovBBKiNO  Structtuiix 

The  provision  of  S.  1729  requiring  inclusion  of  no  less  than  20  percent  of  non- 
members,  with  an  appropriate  background,  in  an  exchange's  board  of  directors  is 
supported  by  our  membemiip.  Further,  we  believe  it  is  important  that  a  diYersity  of 
the  Aitures  industry  be  represented  on  governing  boards  and  disciplinary  panels  of 
the  exchangee. 

CONFUCT  OF  InTKBBST 

Our  Association  continues  to  believe  the  governing  boards  of  any  contract  market 
always  must  be  sensitive  to  situations  where  conflicts  of  interest,  either  real  or  per- 
ceived, develop.  The  exchanges  must  prevent  exploitation  of  sensitive,  nonpublic  in- 
formation by  any  board  member.  In  addition  we  support  efforts  to  prevent  directors 
from  voting  on  exchange  matters  when  they,  or  a  clcee  associate  are  a  direct,  specif- 
ic tiarty  of  interest.  The  maintenance  of  the  public  trust  in  our  markets  is  an  eosen- 
tisl  element  in  their  successful  performance. 

Brokerage  Firm  Accountabiuty 

Our  Association  opposes  futures  commission  merchants  being  held  liable  for  the 
trading  violations  of  floor  brokers  they  may  use  to  execute  trades.  FCM's  seek  out 
floor  broken  who  provide  their  customers  good  order  fills  and  provide  the  cusUxner 
honest,  reliable  trades.  There  is  clearly  a  strong  economic  incentive  for  the  FCM  to 
utilize  floor  brokers  who  have  demonstrated  competence,  consistency  and  fairness  in 
trading.  But  this  proposal  mandates  "due  diligence"  by  FCM's  in  monitoring  floor 
iKvkers.  The  vagueness  of  the  term  "due  diligence"  Mould  make  FCH's  wary  of 
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groundless  litigation  b;  thoee  who  are  the  slightest  bit  unhappy  with  a  trade.  We 
believe  that  this  change  would  hamper  market  liquidity  and  ifiacourage  the  use  of 
floor  brokers,  thus  reducing  the  number  of  market  participants.  A  dishonest  broker 
is  beet  dealt  with  by  a  system  which  effectively  detects  abuses  and  a  disciplinary 
system  which  appropriately  deals  and  expend  with  dishonesty, 

UsRH  E'bbs 

As  a  general  rule,  our  AMOciation  a  not  opposed  to  user  fees  imposed  by  govern- 
ment for  a  service  that  benefits  an  identifiable  segment  of  commerce.  However,  we 
think  it  is  an  uncontested  fact  that  the  price  disravery  function  performed  by  the 
futures  markets  provides  significant  value  to  all  s^menta  of  the  Nation^economy. 
Congress  should  recognize  tnis  when  determining  what  portion  of  the  CFTC's  oper- 
ating expenses  should  be  borne  by  general  Treasury  revenues  and  what  portion 
shoiud  be  covered  by  user  fees.  In  our  judgment  it  would  be  inequitable  for  the  Con- 
gren  to  derive  from  user  fees  anywhere  near  all  the  revenues  necessary  to  cover  the 
CFTC's  market  surveillance  and  enforcement  ei 


We  do  not  believe  any  Federal  agency  should  be  granted  authority  to  directly  tax 
those  who  are  regulated  by  that  agency.  (Hmously  any  authority  for  self-sustaining 
revenues  generated  by  self-ordained  taxes  imposed  by  any  agency  would,  in  our 
view,  create  inequities  and  inefficiencies  that  could  be  mortally  Hnmaging  to  the  so- 
called  users  subject  to  such  direct  taxation. 

Across-the-board  transaction  fees  also  are  inequitable.  The  preponderance  of  such 
transaction  fee  taxes  would  be  levied  upon  ttMse  who  provide  market  liquidity,  com- 
mercial bedgers  and  independent  traders.  Yet  theee  are  not  the  entities  that  create 
the  expense  load  for  the  CFTC.  Constraints  resulting  from  transaction  fee  taxes 
could  restrain  the  trading  activity  of  those  who  are,  in  a  very  real  sense,  the  market 
makers.  Transaction  fee  taxes  would  thus  adversely  affect  all-important  market 
liquidity. 

We  would  urge  that  if  Congress  beUeves  it  is  necessary  to  impose  user  fees  to  fund 
the  CFTC  to  improve  surveillance,  that  such  user  fees  be  charged  directly  for  such 
services  that  are  clearly  linked  to  a  particular  beneficiary  of  such  a  service. 

BHOKEB  ASSOCIATIONB 
Another  item  addressed  by  S.  1729  includes  a  specific  restriction  on  trading  be- 
tween members  of  broker  associations.  We  understand  the  intent  of  this  proposal  to 
eliminate  potential  abuse.  But,  it  is  not  clear  to  us  that  improved  audit  trail  sys- 
tems, if  they  are  as  accurate  as  required  by  this  legislation,  would  not  provide  ade- 
quate protection  against  fraudulent  practices  that  might  be  committed  by  "associa- 
tion" members.  Artificial  restrictions  on  broker  trading  between  market  partici- 
pants places  an  additional  constraint  on  efficient  marketplace  performance.  Thus,  if 
there  is  a  means  of  equivalent  protection  through  better  audit  trails  or  some  other 
mechanism  that  does  not  add  another  market  restriction  it  would  be  preferable. 

General  Accxiuntino  Otfice  Study  on  Dbuverv 

In  closing,  the  NGFA  would  like  to  commend  the  Chairman  and  Ranking  Minori- 
ty Member  of  this  committee  for  includmg  in  S.  1729  a  requirement  for  a  study  of 
delivery  points  for  agricultural  commodity  contracts.  Our  Association  has  been  in- 
tensely studying  issues  surrounding  the  market  performance  of  agricultural  ^tures 
contracts  and  tbeir  viability  as  hedging  and  pricing  vehicles  for  commodities.  For 
the  last  year,  we  have  focused  closely  on  contracts  trading  at  the  Chicago  Board  of 
Trade  and  the  deliven'-mechanism.  We  have  had  several  meetings  with  Chicago 
Board  of  Trade  officials,  reviewed  an  internal  study  on  market  performance  and 
have  hired  a  leading  academic  researcher  to  perform  independent  analysis. 

We  think  it  is  healthy  exercise  to  research  and  take  a  closer  look  at  the  funda- 
mental relationships  between  cash  and  futures  markets  to  make  certain  they  relate 
as  they  are  intended  and  operate  efficiently.  We  welcome  a  study  by  the  General 
Accounting  Office  as  a  means  of  providing  additional  information  to  the  discussion 
of  these  topics.  However,  we  have  concerns  about  the  timing  of  this  study.  The  Chi- 
cago Board  of  Trade  already  has  established  a  special  committee  to  make  recom- 
mendations for  changes  in  areas  that  will  be  addressed  in  this  study.  This  CBOT 
committee  is  attempting  to  arrive  at  some  preliminary  recommendations  before  the 
end  of  this  calendar  year,  and  these  changes  likely  wiU  be  subject  of  subsequent 
CFTC  rulemaking  possibly  in  late  winter  or  spring  of  1990.  Thus,  it  would  be  helphil 
if  the  GAO  could  offer  a  preliminary  report  on  its  findings  after  the  first  3  at 
oir  study  to  contribute  to  mis  decision  process  in  a  timely  way. 
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We  do  not  believe  any  government  agency,  no  matter  how  enlightened  or  well- 
intentioned,  poooooooo  the  CBpability  to  manage  the  margin  reeponaibilitiee  for  fu- 
tures marketa.  We  do  not  believe  any  government  agency  could  be  sufGdentl^  re- 
sponsive to  changes  in  margin  levels  that  frequently  must  be  effected  in  an  environ- 
ment of  fast-breaking  changes  that  necessitate  rapid,  immediately  implemented  de- 
cisions on  margin  levels.  In  our  judgment,  only  tne  individual  exchangee  have  the 
capability  to  deal  vrith  the  logistical  realities  of  margin-setting  responsibilities. 

Notwithstanding  the  current  concern  over  exchange  regulation  and  oversight, 
from  our  perspective  as  commercial  hedgers,  we  believe  that  commodity  markets 
generally  are  functioning  efficiently  under  the  current  regulatory  structure.  We  be- 
lieve that  an  over-reaction  in  the  name  of  regulation  could  well  do  considerable 
damage  to  efficiently  running  marketa.  At  the  same  time  adequate  self-regulation 
by  exchanges,  self-regulatory  organizations  and  the  CFIC  must  be  taken  very  seri- 
ously if  the  self-r^ulatory  structure  is  to  be  maintained  with  confidence.  Thua, 
while  the  s^tem  is  performing  reasonably  well,  everyone  with  interest  in  the  long- 
term  viability  of  futures  markets  should  welcome  the  opportunity  to  consider  means 
of  improving  market  regulation  and  surveillance  to  ensure  the  highest  degree  of  in- 
tegrity in  trading. 

DuALTHAnDfO 

A  principal  issue  of  these  hearings  and  of  S.  1729  is  how  to  beet  rwulate  markets 
to  minimize  potential  abuse  of  dim  trading  practices.  First,  it  is  vital  that  Congreas 
recognize  the  important  role  dual  trading  plays  in  maintaining  liquidity  in  many 
markets.  Adequate  liquidity  is  important  to  hedgers  as  the  coat  of^placmg  hedges 
can  increase  tremendously  in  thin,  lightly  traded  markets.  Thus,  dual  trading  is  not 
bad  per  se;  in  fact  it  contributes  strongly  to  the  efficiency  of  futures  markets  today. 

Clearly,  however,  the  use  of  dual  trading  can  be  abused,  and  close  surveillance  by 
the  CFTC  and  exchanges  is  necessary.  To  address  the  dual  trading  issue,  we  support 
an  approach  giving  CTTC  specific  legislative  objectives  concerning  audit  trails,  and 
authoriziiig  the  CFTC  to  write  specific  rules  with  stringent  penalties  for 
noncompliance. 

Audit  Traiu 
An  accurate  audit  trail  is  key  to  the  detection  of  many  potential  trading  abuses. 
We  believe  an  audit  trail  should  be  as  accurate  as  current  technology  will  allow, 
within  reasonable  parametera  for  cost.  We  also  support  requirements  on  tightening 
surveillance  activities  during  heavy  trading  periods  when  abuses  are  more  likely  to 
occur.  We  believe  this  approach  would  provide  adequate  public  protection  and  pre- 
serve the  market  liquidity  necessary  for  market  efficiency  and  viability. 

GovBBNiNG  Stbucturk 
The  provision  of  S.  1729  requiring  inclusion  of  no 

members,  with  an  appropriate  bacl^round,  in  an  exi        „  

supported  by  our  membership.  Further,  we  believe  it  is  important  that  a  di^rsity  of 
the  fiituree  industry  be  represented  on  governing  boards  and  disciplinary  panels  of 
the  exchangee. 

CklNrUCT  OF  iNTEHEffT 

Our  Association  continues  to  believe  the  governing  boards  of  any  contract  market 
always  must  be  sensitive  to  situatitms  where  conflicts  of  interest,  either  real  or  per- 
ceive, develop.  The  exchangee  must  prevent  exploitation  of  sensitive,  nonpublic  in- 
formation by  any  board  member.  In  addition  we  support  efforts  to  prevent  directors 
from  voting  on  exchange  matters  when  they,  or  a  close  associate  are  a  direct,  specif- 
ic party  of  interest.  The  maintenance  of  the  public  trust  in  our  marketa  is  an  essen- 
tial element  in  their  successful  performance. 

Brokeraoe  Firm  Accountability 


._ ion  merchants  being  held  liable  for  the 

r  brokers  they  may  use  to  execute  trance,  FCM's  seek  out 
floor  brokers  who  provide  their  customers  good  order  fills  and  provide  the  cust«Kner 
honest,  reliable  trades.  There  is  clearly  a  strong  economic  incentive  for  the  FCM  to 
utilize  floor  brokera  who  have  demonstrated  competence,  consistency  and  fairnees  in 
trading.  But  this  proposal  mandates  "due  diligence"  by  FCM's  in  monitoring  Qoor 
brokers.  The  vagueness  of  the  term  "due  diligence"  uiould  make  FCH's  wary  of 
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groundless  litigation  by  those  who  are  the  slightest  bit  unhappy  with  a  trade.  We 
believe  that  this  change  would  hamper  market  liquiditjr  and  (Dscourage  the  use  of 
floor  brokers,  thus  reducing  the  number  of  market  partidpants.  A  dishonest  broker 
is  beet  dealt  with  by  a  system  which  effectively  detects  abuses  and  a  disciplinary 
qrstem  which  appropriately  deals  and  expend  with  dishonesty. 

User  Fees 

Aa  a  general  rule,  our  Association  is  not  opposed  to  user  fees  imposed  by  govem- 
ment  for  a  service  that  benefits  an  identiflable  s^^ment  of  commerce.  However,  we 
think  it  is  an  uncontested  fact  that  the  price  dis«]very  function  performed  by  the 
futures  markets  provides  significant  value  to  all  segments  of  the  Nation^^onomy. 
Congress  should  recognize  this  when  determining  what  portion  of  the  CFTC's  opei^ 
ating  expenses  should  be  borne  by  general  Treasury  revenues  and  what  portion 
should  be  covered  by  user  fees.  In  our  judgment  it  would  be  inequitable  for  the  Con- 
greaa  to  derive  from  user  fees  anywhere  near  all  the  revenues  necessary  to  cover  the 
CFFCs  market  surveillance  and  enforcement  expenses. 

We  do  not  believe  any  Federal  agency  should  t>e  grantad  authority  to  directly  tax 
those  who  are  regulated  by  that  agency.  Obviously  any  authority  for  self-sustaming 
revenues  generated  by  self-ordained  taxes  imposed  by  any  agency  would,  in  our 
view,  create  inequities  and  inefficientnee  that  could  be  mortelly  damaging  to  the  so- 
caUed  users  subject  to  such  direct  taxation. 

Across-the-board  transaction  fees  also  are  inequitable.  The  preponderance  of  such 
transaction  fee  taxes  would  be  levied  upon  thoee  who  provide  market  Uquidity,  com- 
mercial hedgers  and  independent  traders.  Yet  these  are  not  the  entities  that  create 
the  expense  load  for  the  CFFC.  Constraints  resulting  from  transaction  fee  taxes 
could  restrain  the  trading  activity  of  those  who  are,  in  a  very  real  sense,  the  market 
makers.  Transaction  fee  taxes  would  thus  adversely  affect  all-important  market 
liquidily. 

We  would  urge  that  if  Congress  believes  it  is  necessary  to  impose  user  fees  to  fund 
the  CFTC  to  improve  surveillance,  that  such  user  fees  be  charged  directly  for  such 
services  tiiat  are  clearly  linked  to  a  particular  beneficiary  of  suMt  a  service. 

BaoKEB  Associations 

Another  item  addressed  by  S.  1729  includes  a  specific  restriction  on  trading  be- 
tween members  of  broker  associations.  We  understand  the  intent  of  this  proposal  to 
eliminate  potential  abuse.  But,  it  is  not  clear  to  us  that  improved  audit  trail  sys- 
tems, if  they  are  as  accurate  as  required  by  this  legislation,  would  not  provide  ade- 
quate protection  against  fraudulent  practices  that  might  be  committed  by  "associa- 
tion" members.  Artificial  restrictions  on  broker  trading  between  market  partici- 
pants places  an  additional  constraint  on  efficient  marketplace  performance.  Thus,  if 
there  is  a  means  of  equivalent  protection  through  better  audit  trails  or  some  other 
mechanism  that  does  not  add  another  market  restriction  it  would  be  prefer^le. 

Genbeal  AccouNTiNa  Offick  Study  on  Dsuveby 
In  closing,  the  NGFA  would  like  to  commend  the  Chairman  and  Ranking  Minori- 
ty Member  of  this  committee  for  including  in  S.  1729  a  requirement  for  a  study  of 
ijelivery  points  for  agricultural  commodity  contracts.  Our  Association  has  been  in- 
tensely studying  issues  surrounding  the  market  performance  of  agricultural  futures 
contracts  and  their  viability  as  hedging  and  pricing  vehicles  for  commodities.  For 
the  last  year,  we  have  focused  closely  on  contracts  trading  at  the  Chicago  Board  of 
Trade  and  the  delivery-mechanism.  We  have  had  several  meetings  with  Chicago 
Board  of  Trade  officials,  reviewed  an  internal  study  on  market  performance  and 
have  hired  a  leading  academic  researcher  to  perform  independent  analysis. 

We  think  it  is  healthy  exercise  to  research  and  take  a  closer  look  at  the  funda- 
mental relationships  between  cash  and  futures  markets  to  make  certain  they  relate 
as  they  are  intended  and  operate  efSciently.  We  welcome  a  study  by  the  General 
Accounting  Office  as  a  means  of  providing  additional  information  to  the  discussion 
of  these  topics.  However,  we  have  concerns  about  the  timing  of  this  Study.  The  Chi- 
cago Board  of  Trade  already  has  established  a  special  committee  to  make  recom- 
mendations for  changes  in  areas  that  will  be  addressed  in  this  study.  This  CBOT 
committee  is  attempting  to  arrive  at  some  preliminary  recommendations  before  tlie 
end  of  this  calendar  year,  and  these  changes  likely  will  be  subject  of  subsequent 
CFTC  rulemaking  possibly  in  late  winter  or  spring  of  1990.  Thus,  it  would  be  helpful 
if  the  GAO  could  offer  a  preliminary  report  on  its  fmdings  after  the  first  3  mon 
of  study  to  contribute  to  Uiis  decision  process  in  a  timely  way. 
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We  appreciate  the  cqiportuiiity  to  praent  our  views  on  CFTC  reauthorizatioii,  and 
pledge  our  support  and  cooperatioD  throughout  the- legislative  procese.  I  would  be 
happy  toTMpood  to  any  quMtions  the  conmiittee  ma;  have. 
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S.  1729 


To  amend  the  Commodity  Eichange  Act  to  reauthorize  such  Act,  and  for  other 
purposes. 


IN  THE  SENATE  OF  THE  UNITED  STATES 

OcTOBES  5  (le^sktive  day,  Septehbbb  18),  1989 
Hr.  Leahy  (for  himself,  Hr.  Luoab,  and  Mr.  Kebbby)  introduced  the  following 
bill;  which  waa  read  twice  and  referred  to  the  Committee  on  Agriculture, 
Nutrition,  and  Forestry 


A  BILL 

To  amend  the  Commodity  Exchange  Act  to  reauthorize  such 
Act,  ajid  for  other  purposes. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  aaaembled, 

3  SECTION  1.  SHORT  TITLE;  TABLE  OF  CONTENTS. 

4  (a)  Shobt   Title. — This   Act  may  be   cited   as   the 

5  "FuturesTradingPractices  Actof  1989". 

6  (b)  Table  op  Contents. — The  table  of  contents  is  as 

7  follows: 

Sec  1.  Short  titlei  table  of  contenta. 

S«c,  2.  References  la  the  Commodily  Exchange  Act. 

TITLE  I— AUTHORIZATION  OF  APPR0PRUTI0N8 

Sec.  101.  Authoriution  of  approprialkms. 
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TITLE  II-FLOOR  SURVEILLANCE  AND  DUAL  TRADING 

Sec.  301,  Duties  of  contract  markets. 

Sec.  202.  Commission  ovenight:  defletency  orders. 

Sec.  203.  Oral  orders. 

TITLE  III— BROKER  ASSOCIATIONS 

Sec.  301.  Trading  restrictiona. 


TITLE  IV— GOVERNINQ  STRUCTURE 

Sec.  401,  Qoveming  Btructure. 

TITLE  V— FLOOR  TRADER  REQISTRATIOM 

Sec.  501.  Dennition  of  floor  trader. 

Sec,  502,  Unlawful  to  act  u  floor  trader  or  broker  without  regiBtration. 

Sec,  503.  Repatration  of  floor  Iradsn, 

TITLE  VI— PENALTIES 

Sec,  601,  Fraudulent  transactions. 

Sec,  602,  Liability  of  futures  commission  merchanu. 

Sec,  603,  Civil  damages. 


Assessment  of  money  penalties;  collectioii  of  pensJties, 
:.  60T.  False  information  lo  self-regulalorj'  organizations, 
:.  608.  Willful  vioUtiona;  false  and  misleading  stalemenls. 
;.  609.  Compiaints  against  registered  persons;  class  action  suits. 

PenaJties  study  siid  guidelines- 

TITLE  Vn— ASSISTANCE  TO  FOREIGN  FUTURES  AUTHORITIES 


Sec    TOl    Definition  of  foreign  futures  autbonty 

Sec    702    Subpoena  autbonty 

Sec    703    Disclosure  b}  tbe  Commission  of  infon 

luiBs  autbonliBs 
Sec    TD4    Diiclosure  by  tbe  Commission  of  mfom 


>n  received  from  foreign  fu- 
n  It)  foreign  futures  authori- 


:.  705.  Cooperation  with  foreign  futures  authonties. 

Investigative  aasislance  la  foreign  futures  autboritiei. 
Payments  from  foreign  futures  autboriliot, 

TITLE  vm— GENERAL  PROVISIONS 


,  Ethics  training  for  registrants, 
',  Undercover  operations  and  enfon 
!ss  by  OAO  to  mfarmation 

.  Enhancement  of  registration  reqi 
I,  Hiring  and  compensation  aulhori' 


aed  by  aalf-regulaCory  ai^iniia- 
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Sec.  810.  Study  of  delivery  poinis  (ot  B^cuhutal  connnodlty  contracts. 

TITLE  IX— EFFECTIVE  DATE 
Sec.  901.  Effective  date. 

1  SEC.  2.  REFERENCES  TO  THE  COMMODITY  EXCHANGE  ACT. 

2  Except  as  otherwise  specUically  provided,  whenever  in 

3  this  Act  an  amendment  or  repeal  is  expressed  in  terms  of  an 

4  amendment  to,  or  repeal  of,  a  section  or  other  provision,  the 

5  reference  shall  be  considered  to  be  made  to  a  section  or  other 

6  provision  of  the  Commodity  Exchange  Act  (7  U.S.C,  1  et 

7  seq.). 

8  TITLE  I— AUTHORIZATION  OF 

9  APPROPRIATIONS 

10  SEC  101.  AUTHORIZATION  OF  APPROPRIATIONS. 

11  Subsection  (d)  of  section  12  (7  U.S.C.  16(d))  is  amended 

12  to  read  as  follows: 

13  "(d)  There  are  authorized  to  be  appropriated  to  carry 

14  out  this  Act  $41,000,000  for  fiscal  year  1990,  $46,700,000 

15  for   fiscal  year   1991,   $54,500,000  for  fiscal   year   1992, 

16  $63,300,000  for  fiscal  year  1993,  and  $66,100,000  for  fiscal 

17  year  1994.". 

18  TITLE  II— FLOOR  SURVEILLANCE 

19  AND  DUAL  TRADING 

20  SEC.  201.  DUTIES  OF  CONTRACT  MARKETS. 

21  Section  5a  (7  U.S.C.  7a)  is  amended — 

22  (1)  by  striking  "and"  at  the  end  of  paragraph 

23  (11); 
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1  (2)  by  striking  the  period  at  the  end  of  paragraph 

2  (12)  and  inserting  a  semicolon;  and 

3  (3)  by  adding  at  the  end  the  following  new  para- 

4  graph: 

5  "(13MA)  maintain  and  utilize  a  system  to  monitor 

6  trading  to  detect  and  deter  violations  of  this  Act  relat- 

7  ed  to  the  making  of  trades  and  the  execution  of  cus- 

8  tomer  orders  on  the  floor  or  subject  to  the  rules  of 

9  such  contract  market.  The  system  shall  include — 

10  "(i)  physicaJ  observation  of  trading  areas; 

11  "(ii)  audit  trail  and  record  keeping  systems 

12  able  to  capture  essential  data  on  the  terms,  par- 

13  ticipants,  and  sequence  of  transactions  (including 

14  relevant    data    on    unmatched    trades    and    out- 

15  trades); 

16  "(lii)  systems  capable  of  reviewing  such  data 

17  on  trades  effectively  on  a  regular  basis  to  identify 

18  possible  violations; 

19  "(iv)  resources  to  bring  appropriate  discipli- 

20  nary  actions;  and 

21  "(v)  the  assessment  of  meaningful  penalties 

22  against  violators  and  the  referral  of  appropriate 

23  cases  to  the  Commission. 

24  "(B)  The  audit  tr^  system  of  the  contract  market 

25  shall  accurately  record — 
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1  "(i)  the  times  of  tr&d«s  in  increments  of  no 

2  more  than  1  minute  in  length;  and 

3  "(ii)  the   sequence  of  trades  for  each  floor 

4  trader  and  broker. 

5  "(C)  Beginning  3  years  after  the  date  of  enact- 

6  ment  of  this  paragraph,  the  audit  trail  system  of  the 

7  contract  market  shall — 

8  "(i)  record  all  trades  accurately  and  prompt- 

9  ly— 

10  "(I)  by  a  source  independent  of  the 

11  person  making  the  trade  and  continually  re- 

12  corded  in  the  record  of  the  contract  market 

13  (including  through  a  mechanism  that  records 

14  the  time  of  execution  of  each  trade  automati- 

15  cally    when   entered   by    such    person    and 

16  records  essential  data  in  a  form  that  cannot 

17  be  altered  except  in  a  manner  that  will  leave 

18  a  complete  and  independent  record  of  any 

19  such  alteration);  and 

20  "(II)  with  precision  adequate  to  deter- 

21  mine  the  sequence  of  all  trades  by  each  floor 

22  trader  and  floor  broker  and,  to  the  fullest 

23  extent  feasible  as  determined  by  the  Com- 

24  mission  by  rule,  the  sequence  of  all  trades 
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1  made  by  all  floor  traders  and  floor  brokers; 

2  and 

8  "(ii)  for  customer  wders,  to  the  extent  feasi- 

4  ble  as  detennined  by  the  Conunission,  include  a 

5  record  by  a  source  independent  of  persons  proc- 

6  essing  or  executing  such  order  (including  by  a 

7  mechanism  that  records  such  data  automatically 
S  when  entered  by  such  persons  in  a  fonn  that 

9  cannot  be  altered  except  in  &  maimer  that  will 

10  leave  a  complete  and  independent  record  of  any 

1 1  such  alteration)  of — 

12  "(I)  the  time  each  such  order  is  re- 

13  ceived  on  the  floor  of  the  board  of  trade  and 

14  is  reported  from  the  floor  of  the  board  of 

15  trade  as  executed  with  precision  adequate  to 

16  determine,  for  each  futures  commission  mer- 

17  chant  or  floor  broker,  the  sequence  in  which 

18  all  such  orders  are  received  on  and  reported 

19  from  such  floor;  and 

20  "CO)  the  time  each  such  ord'er  is  re- 

21  ceived  by  the  floor  broker  for  execution  with 

22  precision  adequate  to  determine  the  sequence 

23  in  which  such  orders  are  received  by  each 

24  floor  broker  and,  to  the  fullest  extent  feasible 

25  as  determined  by  the  Conunission  by  rule, 
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1  the  interval  between  the  times  of  receipt  tind 

2  execution  of  each  such  order  by  the  floor 

3  broker.". 

4  SEC.  202.  COMMISSION  OVERSIGHT;  DEFICIENCY  ORDERS. 

5  (a)  In  Gbnbeal. — The  Act  is  amended  by  inserting 

6  after  section  8d  (7  U.S.C.  ud)  the  following  new  section: 

7  "SEC  Be.  COMMISSION  OVERSIGHT,  DEFICIENCY  ORDERS. 

8  "(a)  Assessments. — Not  later  than  1  year  after  the 

9  date  of  enactment  of  this  section,  and  at  least  once  every  2 

10  years  thereafter,  the  Commission  shall  assess  the  trade  moni- 

11  toring  system  of  each  contract  market  implemented  pursuant 
13  to  section  5a(13)  to  determine  its  capacity  and  effectiveness 

13  in  detecting  and  deterring  violations  of  this  Act. 

14  "(b)  Oedees. — 

15  "(1)  Causes. — The  Conunission  shall  issue  an  in- 

16  terim  order  in  accordance  with  paragraph  (2)  if  the 

17  Commission  Hnds  at  any  time  that  a  contract  market 

18  has  failed  to  demonstrate  that — 

19  "(A)  the  trade  monitoring  system  implement- 

20  ed  pursuant  to  section  5a(13)  compUes  with  the 

21  audit  b'ail  standards  of  such  section; 

22  "(B)  such  system  is  capable  of  and  is  being 

23  used  to  review  data  on  transactions  on  a  regular 

24  basis  to  detect  violations  related  to  making  trades 

25  and  executing  customer  orders  on  the  floor  or 
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1  subject  to  the  rules  of  such  contract  market,  in- 

2  eluding — 

3  "(i)  all  types  of  violations  attributable  to 

4  dual  trading;  and 

5  "(ii)  to  the  full  extent  feasible  as  deter- 

6  mined  by  the  Conunission,  all  other  types  of 

7  violations  involving  the  making  of  trades  and 

8  the  execuUon  of  customer  orders; 

9  "(C)  the  contract  market  is  utilizing  mforma- 

10  tion  gathered  through  such  system  on  a  consistent 

11  basis    to   bring   appropriate    discipUnary    actions 

12  against  violators; 

13  "(D)  Uic  contract  market  is  committing  re- 

14  sources  to  such  system  necessary  for  such  system 

15  to  be  effective  in  detecting  and  deterring  such  vio- 

16  hitions,  including  adequate  staff  to  develop  and 

17  prosecute  disciplinary  actions; 

18  "(E)  the  contract  market  is  aasessmg  mean- 

19  ingful  penalties  for  proven  violations;  or 

20  "(F)'the  contract  market  is  otherwise  satisfy- 

21  ing  the  duties  of  the  contract  market  under  sec- 

22  tion  5a(13). 

23  "(2)  Contents. — An  order  issued  under  this  sub- 

24  section  shall  specify — 
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1  "(A)  the  deficieDcieB  the   Conunisaion  has 

2  found  in  ^e  trade  monitoring  system  of  die  con- 

3  tract  market; 

4  "(B)    corrective    action    that    the    contract 

5  market  must  take  and  an  acceptable  timetable  for 

6  such  corrective  action;  and 

7  "(C)  a  date,  not  less  than  20  days  from  the 

8  date  of  issuance  (A  tJie  interim  order,  when  such 

9  order  will  become  final,  subject  to  subsection  (d). 

10  "(3)  Bebiedies. — Such  order  may  require  the 

1 1  contract  maricet  to — 

12  "(A)  institute  appropriate  improvements  in 
IS  its  trade  monitoring,  compliance,  or  disciplinary 

14  systems  necessary  to  bring  such  systems  into 

15  compliance  with  the  standacdi  4rf  section  5a(13) 

16  and  this  section; 

17  "(B)  satisfy  stated  objective  performance  cri- 

18  teria  for  compliance  with  such  standards; 

19  "^)  employ  additional  staff,  upgrade  or  re- 

20  congguFB  existing  systems  for  collecting  or  proc- 

21  essing  relevant  data  on  trading  and  trader  or 

22  broker  activity,  or  deploy  new  soA  systems; 

28  "(D)  suspend  the  privilege  of  dual  trading  in 

24  such  contract  maritet,  subject  to  the  standards, 


.bv  Google 


10 

1  exceptions,  and  duration  provisions  of  subsection 

2  (c);  or 

3  "(E)  take  any  combination  of  the  actions  de- 

4  scribed  in  subpara^aphs  (A)  through  (D). 

5  "(4)  Removal. — If  the  Commission  finds,  after 

6  notice  and  opportunity  for  a  hearing  on  the  record 

7  prior  to  such  order  becoming  final,  that  a  named  offi- 

8  cer,  director,  committee  member,  or  employee  of  such 

9  contract  market  has  willfully — 

10  "(A)  failed  to  fulfill  the  official  responsibil- 

11  ities  of  such  person  with  respect  to  such  office; 

12  "(B)  abused  the  authority  of  such  person;  or 

13  "(G)  otherwise  act«d  in  a  manner  rendering 

14  such  person  unfit  for  service  in  the  official  position 

15  of  such  person, 

16  the  Commission  may  issue  an  order  under  this  section 

17  to  remove  such  officer,  director,  committee  member,  or 

18  employee. 

19  "(5)  Designation  as  conteact  market. — 

20  Notwithstanding  section  6,  during  the  period  that  an 

21  interim  or  final  order  under  this  section  is  m  effect,  the 

22  Commission  may  refrain  from  approving  any  applica- 

23  tiou  for  designation  as  a  contract  market  made  by  the 

24  exchange  whose  contract  market  is  the  subject  of  such 

25  order. 


cibv  Google 


11 

1  "(c)  Dual  Tbadino. — 

2  "<!)  In  obnbkaij. — Widiin  1  year  after  the  date 

3  of  enactment  of  this  section,  the  GommiBsion  shall  sua- 

4  pend  the  i^ivilege  of  dual  trading  on  each  oonti«ct 

5  market,  pursuant  to  an  order  issued  under  subsection 

6  (b),  unless  the  Commission  finds,  aa  part  of  tite  first  as- 

7  sessmMit  made  of  sudi  conb«ct  market  under  subsec* 

8  tion  (a)  that  tiie  contract  market  has  failed  to  demon- 

9  strate  tliat — 

10  "{A)  the  trade  monitoring  sjst^n  in  place  at 

11  the  contract  market  fully  satisfies  the  audit  trail 

12  standards  under  subsection  (bHlKA^i  and  other- 
IS  wise  satisfies  the  standards  of  subsection  (bKl), 

14  such  that  such  system  is  capable  of  and  is  being 

15  used  to  detect  and  bring  appropriate  disciplinary 

16  actions  with  regard  to  vtolatians  attributable  to 

17  dual  trading  at  such  contract  market;  or 

18  "(B)6)  diere  is  a  substantial  likelihood  that  a 

19  dual  trading  suspmsion  would  harm  the  public  in- 

20  t«rest  in  hedging  and  price  basing  at  such  con- 

21  tract  marked  and 

22  "(ii)  other  remedies  under  subsection  (b)  are 

23  more  appropriate. 

24  "(2)  Exceptions. — A   Comnusrion   order  sus- 

25  pending  dual  trading  may  provide  for  exceptions  to 
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1  ensure  fairness  and  orderly  trading  in  such  contract 

2  market  (including,   where   appropriate,   a  reasonable 

3  phase-in  period,  a  limitation  of  the  suspension  to  speci- 

4  fied  contracts,   exceptions  for  certain  spread  transac- 

5  tions,  corrections  of  trading  errors,  or  allowing  a  cus- 

6  tomer  to  designate  in  writing  not  less  than  once  annu- 

7  ally  a  named  floor  broker  to  execute  orders  for  such 

8  customer). 

9  "(3)  DuBATiON. — Such  suspension  shall  remain 

10  in  effect  untQ  the  Commission  makes  the  finding  re- 

11  quired  under  paragraph  (1). 

12  "(d)    Recission,    Modification,    ob    Delay    of 

13  Obdebs. — Before  any  interim  order  issued  by  the  ConmuB- 

14  sion  under  subsection  (b)  may  become  final,  the  Commission 

15  shall— 

16  "(1)  provide  the  affected  contract  market  with  a 

17  reasonable  opportunity  for  a  hearing  in  order  to  peti> 

18  lion  the  Commission  to  rescind,  modl^,  or  delay  such 

19  order  on  the  ground  that — 

20  "(A)  the  deficiencies  cited  by  the  Commis- 

21  sion  have  been  corrected  or  are  being  corrected 

22  under  an  expeditious  timetable  acceptable  to  the 

23  Commission; 
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1  "(B)  the  finding  of  the  Conmuasion  that  the 

2  trade  monitoring  system  of  the  contract  market  is 

3  deficient  is  not  based  on  substantial  evidence; 

4  "(0)  the  method  used  by  the  Commission  for 

5  assessing  Uie  effectiveness  or  accura^^  of  the 

6  audit  trail  system  of  the  contract  market  for  pur- 

7  poBes  of  paragraphs  (1)  and  (2)  of  subsection  (b) 

8  was  arbitrary  and  capricious;  or 

9  "(D)  the  timetable  proposed  by  the  Commis- 

10  non  in  its  interim  order  for  corrective  action  by 

11  the  contract  market  or  the  particular  corrective 

12  action  proposed  is  arbitrary,  capricious,  or  ao 

13  abuse  of  discretion;  and 

14  "(2)  rule  on  such  petition. 

15  "(e)  Penalties. — Violation  of  an  order  issued  under 

16  subsection,  (b)  shall  be  considered  a  violation  of  an  order  of 

17  the  Commission  for  purposes  of — 

18  "il)  establishing  liabili^  and  assening  penalties 

19  agfunst  a  contnct  market  or  any  director,  officer, 

20  agent,  or  employee  thereof  under  section  6b;  or 

21  "(2)  initiating  proceedings  under  section  5b  or 

22  6(a). 

23  "(f)  JuDiciAli  Review. — A  person  aggrieved  by  an 

24  order  issued  under  subsection  (b)  that  has  become  final  may 

25  obtain  judiciiU  review  of  the  order  in  the  same  manner  and 
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1  under  the  aame  terms  &nd  conditions  as  are  provided  in  sec- 

2  tion8a(9). 

3  "(g)  Repoetb. — 

4  "(1)  Repobts  on  0KDEB8. — Within  3  days  of 

5  the  issuance  of  any  interim  or  final  order  under  this 

6  section  or  a  finding  under  subsection  (cKD  with  respect 

7  to  dual  trading,  the  Commission  shall  report  t«  the 

8  Committee  on  Agriculture  of  the  House  of  Representa- 

9  Uvea  and  the  Committee  on  Agriculture,  Nutrition,  and 

10  Forestry  of  the  Senate  on  such  order  or  finding,  includ- 

11  ing  a  description  of — 

12  "(A)  the  contract  market  involved; 

13  "(B)  the  deficiencies  alleged  in  the  trade 

14  monitoring  system  at  such  contract  market;  and 

15  "(C)  the  remedies  sought  by  such  order. 

16  "(2)  Annual  bbpobts. — The  Commission  shall 

17  report  annually  to  the  Committee  on  Agriculture  of  the 

18  House  of  Representatives  and  the  Committee  on  Agri- 

19  culture,  Nutrition,  and  Forestry  of  the  Senate  on  ac- 

20  tions  taken  to  carry  out  this  section,  including  a  de- 

21  acription  of — 

22  "(A)  the  findings  of  the  Commission  with  re- 

23  apect  to  each  trade  monitoring  sjrstem  at  a  con- 

24  tract  market  examined  hy  the  Commiasion  during 

25  such  period;  and 
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1  "(B)  any  interim  or  final  order  issued  by  the 

2  Commission  under  this  section  based  on  deficien- 

3  cies  the  Commission  has  uncovered  in  such  sys- 

4  tems,  including  an  analysis  of  the  remedies  im- 

5  posed  against,  and  the  corrective  action  taken  by, 

6  the  contract  market  pursuant  to  such  order. 

7  "(h)  DEPiNiTipN  OF  Dual  TsADiNa. — As  used  in  this 

8  section,  the  term  'dual  trading'  means  the  execution  of  cus- 

9  tomer  orders  by  a  floor  broker  on  any  trading  day  during 

10  which  the  floor  broker  has  executed  any  trade  in  the  same 

1 1  contract  market  for — 

12  "(1)  the  account  of  the  floor  broker; 

13  "(2)  an  account  for  which  the  broker  has  trading 

14  discretion;  or 

15  "(3)  an  account  controlled  by  a  person  with  whom 

16  such  broker  is  subject  to  trading  restrictions  under  sec- 

17  tion  4j(3).". 

18  (b)  Study.— 

19  (1)  In  gbnebal. — Not  lat«r  than  2  years  after 

20  the  date  of  enactment  of  this  secdon,  the  Commodity 

21  Futures  Trading  Commission  shall  submit  to  the  Com- 

22  mittee  on  Agriculture  of  the  House  of  Representatives 

23  and  the  Committee  on  Agriculture,  Nutrition,  and  For- 

24  estry  of  the  Senate  a  report  that  contains — 
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1  (A)  an  aaaeHament  of  the  progress  of  each 

2  contract  market  in  developing  and  implementing 

3  systems  to  record  the  times  of  transactions  inde- 

4  pendeotly,  precisely,  and  completely  as  required 
6  under  section  5a(13)  of  the  Commodity  Exchange 

6  Act  (as  added  by  section  201  of  this  Act);  and 

7  (B)  recommendationaaos  to  whether  any  ex- 

8  tension  of  time  for  the  completion  of  such  systems 

9  or  any  modification  of  the  standards  contuned  in 

10  such  section  is  appropriate. 

1 1  (2)  GAO  -■  -ws.— The  Comptroller  General  of 

12  the  United  Sta   .•  .'  'J  state  to  Congress  the  views  of 

13  the  Comptroller  General  with  regard  to  such  report. 

14  SEC.  203.  ORAL  ORDERS. 

15  (a)  In  Genbbal. — Section  4c  (7  U.S.C.  6c)  is  amended 

16  by  adding  at  the  end  the  following  new  subsection: 

17  "(g)  The  placing  of  oral  orders  on  contract  market  floors 

18  for  member-for-member  trades  shall  be  barred  Unless  such 

19  orders  are  made  pursuant  to  rules  that  the  Commission 

20  adopts  and  certifies  to  Congress  will  require  standards  and 

21  procedures  designed  to  ensure  that  such  orders  are  not  used 

22  to  facilitate  violations  of  this  Act.". 

23  (b)  Epfectivb  Date. — The  amendment  made  by  sub- 

24  section  (a)  shall  become  effective  270  days  ^ter  the  di^  of 

25  enactment  of  this  Act. 
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1  TITLE  III— BROKER 

2  ASSOCIATIONS 

3  SEC  301.  TRADING  RESTRICTIONS. 

4  (a)  In  General. — Section  4j  (7  U.S.O.  6j)  is  amended 

5  by  adding  at  the  end  the  following  new  paragraph: 

6  "(3)(A)  Except  aa  provided  in  subparagraph  (B),  a  floor 

7  trader  or  floor  broker  may  not  make  a  trade  or  execute  an 

8  order  of  a  customer  if  auch  trader  or  broker  knows  the  oppo- 

9  site  party  to  the  transaction  to  be  a  floor  broker  or  floor 

10  trader  with  whom  such  trader  or  broker  has  a  relationship 

11  as— 

12  "(i)  a  partner  in  a  partnership; 

13  "(ii)  an  employer  or  employee; 

14  "(iii)  employees  of  the  same  employer;  or 

15  "(iv)  auch  other  aiflliation  as  the  Commission  may 

16  specify  by  rule. 

17  "(B)  Subparagraph  (A)  shall  not  apply  if  the  Cominia- 

18  sion  haa  adopted  rules  that  the  Commission  certifies  to  Con- 

19  ^esa  require  procedures  and  standards  designed  to  prevent 

20  violations  of  this  Act  attributable  to  the  trading  described  in 

21  subparagraph  (A).". 

22  (b)  Efpectivb  Date. — The  amendment  made  by  sub- 

23  section  (a)  shall  become  effective  270  days  after  the  date  of 

24  enactment  of  this  Act. 
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1  SEC.  302.  DISCLOSURE. 

2  Section  5a  (7  U.S.G.  7a)  (as  amended  by  section  201  of 

3  this  Act)  is  further  amended  by  adding  at  the  end  the  fotlow- 

4  ing  new  paragraph: 

5  "(14)  provide  for  disclosure  to  the  exchange  and 

6  the  ComnuBsion  of  any  trade,  business,  or  financial  as- 

7  sociation,  affiliation,  partnership,  cost-,  profit-,  or  cap- 

8  ital-sharing   agreement,   or   other   formal   or   informal 

9  such  arrangement  among  or  between  floor  brokers  and 

10  traders  on  such  contract  market;". 

11  TITLE  IV— GOVERNING 

12  STRUCTURE 

13  SEC.  401.  GOVERNING  STRUCTURE. 

14  (a)  CONTBACT  Mabkbts.— Section  5a  (7  U.8.C.  7a) 

15  (as  amended  by  sections  201  and  302  of  this  Act)  is  further 

16  amended  by  adding  at  the  end  the  following  new  paragraphs: 

17  "(15)  provide  for  meaningful  representation  on  the 

18  governing  board  of  the  contract  market's  board  of  trade 

19  of  a  diversity  of  interests,  including — 

20  "(A)  futures  commission  merchants; 

21  "(B)  producers  of,  and  consumers,  proces- 

22  sors,  distributors,  or  merchandisers  of,  principal 

23  commodities  traded  on  the  exchange; 

24  "(C)  floor  brokers  and  traders; 


cibv  Google 


19 

1  "(D)  participants  id  a  variety  of  pits  or  prin- 

2  cipal    groups    of    commodities    traded    on    the 

3  excliange; 

4  "(E)  no  less  than  20  percent  of  the  members 

5  of  such  board,  comprised  of  nonmembers  of  such 

6  contract  market's  board  of  trade  with — 

7  "(i)  experirise  in  futures  trading,  or  the 

8  regulation    thereof,    in    commodities    traded 

9  through  contracts  on  the  exchange;  or 

10  "(ii)  other  eminent  qualifications  making 

11  such  person  capable  of  participating  in  and 

12  contributing  to  board  deliberations; 

13  "(16KA)  provide  on  all  major  disciplinuy  commit- 

14  tees  for  a  diversity  of  membership  sufficient  to  ensure 

15  fairness  and  to  prevent  special  treatment  or  preference 

16  for  any  person  in  the  conduct  of  disciplinary  proceed- 

17  ings  and  the  assessment  of  penalties. 

18  "(B)  A  major  disciplinary  committee  heating  a 

19  disciplinary  matter  shall  include — 

20  "(i)  qualified  persons  representing  segments 

21  of  the  exchange  membership  other  than  that  of 

22  the  subject  of  the  proceeding;  and 

23  "(ii)  where  appropriate  to  carry  out  the  pur- 

24  poses  of  this  paragraph,  qualified  persons  who  are 

25  not  members  of  the  exchange. 
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1  "(18)  provide  that  no  member  found  by  the  Com- 

2  mission,  a  contract  market,  a  registered  futm^s  aaso- 

3  ciation,  or  a  court  of  competent  jurisdiction  to  have 

4  violated  this  Act  or  any  other  provision  of  law  that 

5  would  reflect  on  the  Stneas  of  the  member  to  serve  in 

6  a  fiduciary  position,  may  serve  on  any  contract  market 

7  oversight    or    disciplinary    panel    for    an    approprkte 

8  period  (as  defined  by  Commission  rule).". 

9  (b)  Reoistebbd  Futubbs  Associations. — Section 

10  17(h)  (7  U.S.C.  21(b))  is  amended  by  adding  at  the  end  the 

11  fcdlowing  new  paragraphs: 

12  "(11)    such   association   provides   for   meuiii^ful 

13  representation  on  the  governing  board  of  such  associar 

14  tion  of  a  diversity  of  membership  interests  and  provides 

15  that  no  less  than  20  percent  of  the  members  of  such 

16  board  be  comprised  of  qualified  nomnembers  of  such 

17  association. 

18  "(12)(A)  such  association  provides  on  all  major 

19  disciplinary  committees  for  a  diversity  of  membership 

20  sufficient  to  ensure  ftumess  and  to  prevent  special 

21  treatment  or  preference  for  any  person  m  the  conduct 

22  of    disciplinary    proceedings    and    the    assessment    of 

23  penalties. 

24  "(B)  A  major  disciplinary  committee  hearing  a 

25  disciplinary  matter  shall  include — 
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1  "(i)  qualified  persona  representing  segments 

2  of  the  association  membership  other  than  that  of 

3  the  subject  of  the  proceeding;  and 

4  "(ii)  where  appropriate  to  carry  out  the  pur- 

5  poses  of  this  paragraph,  qualified  persons  who  are 

6  not  members  of  the  association.". 

7  (c)  Implementation. — Not  later  than  270  days  after 

8  the  date  of  enactment  of  this  Act,  the  Commodity  Futures 

9  Trading  Commission  shall  adopt  such  rules  as  are  necessary 

10  to  cany  out  the  amendments  made  by  subsections  (a)  and  (b), 

11  including  rules  that — 

12  (1)  specify  membership  categories  that  shall  be 

13  represented  on  disciplinary  panels; 

14  (2)  define  "major  disciplinary  committee"  for  pur- 

15  poses  of  sections  5a(16)  and  17(b)(12)  of  the  Commodi- 

16  ty  Exchange  Act  (as  added  by  subsections  (a)  and  (b), 

17  respectively); 

18  (3)  specify  the  conditions  under  which  such  panels 

19  shall  include  qualified  persons  who  are  not  members  of 

20  the  exchange  or  association,  which  shall  include  at  a 

21  minimum — 

22  (A)  any  disciplinary  action  where  the  subject 

23  of  such  action  is  a  member  of  the  contract  market 

24  or  association  governing  board  or  of  any  major 
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1  disciplinar;  committee  of  such  contract  market  or 

3  aggociatioii;  and 

3  (B)  any  disciplinary  action  involving  a  claim 

4  Uiat  the  subject  of  such  actim  manipulated  or  at- 

5  tempted  to  manipulate  the  price  of  a  commodi^ 

6  or  future  or  option; 

7  (4)  establish  procedures  for  informing  customers  of 

8  disciplinary     actions     in     accordance     with     section 

9  5a(16)(C)of  suobAct; 

10  (5)  provide  guidance  in  determining  what  are  ac- 

11  ceptable  forms  of  and  procedures  for  the  disclosure  by 

12  members   of  contract  market  boards   or  committees 

13  under  section  5a(17KC)  of  such  Act;  and 

14  (6)  define  the  appropriate  periods  during  -nlDch 

15  members  found  to  have  violated  relevant  laws  may  not 

16  serve   on   exchange   oversight   or   disciplinary   panels 

17  under  section  5a(18)  of  such  Act. 

18  TITI^  V— FLOOR  TRADER 

19  REGISTRATION 

20  SBC  501.  DEFIMTION  OF  FLOOB  TRADER. 

21  Section  2(aHlKA)  (7  U.S.C.  2,  4)  is  amended  by  adding 

22  at  the  end  the  following  new  sentence:  "The  term  'floor 
33  trader'  shall  mean  any  person  who,  in  or  surrounding  any 

24  'pit',  'ring',  "post',  or  other  place  provided  by  a  contract 

25  market  for  the  meeting  of  persons  similarly  engaged,  pur- 
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1  chases  or  sells  solely  for  such  person's  own  account  any  com- 

2  modity  for  future  delivery  on  or  subject  to  the  rules  of  any 

3  contract  market.". 

4  SEC.  502.  UNLAWFUL  TO  ACT  AS  FLOOR  TRADER  OR  BROKER 

5  WITHOUT  REGISTRATION. 

6  (a)  In  Obnebal. — Section  4e  (7  U.S.C.  6e)  is  amended 

7  to  read  as  follows: 

8  "SEC.  4e.  UNLAWFUL  TO  ACT  AS  FLOOR  TRADER-OR  BROKER 

9  WITHOUT  REGISTRATION. 

10  "It  shall  be  unlawful  for  any  person  to  act  as — 

11  "(1)  a  floor  trader  in  executing  purchases  and 

12  sales;  or 

13  "(2)  a  floor  broker  in  executing  an  order  for  the 

14  purchase  or  sale  of  any  commodity  for  future  deUvery, 

15  or  involving  any  contract  of  sale  of  any  commodity  for 

16  future  delivery,  on  or  subject  to  the  rules  of  any  con- 

17  tract  market, 

18  unless  such  person  shall  have  registered,  underthis  Act,  with 

19  the  ConrniissiOTi  as  such  floor  trader  or  floor  broker  and  such 

20  registration  shall  not  have  expired  nor  been  suspended  nor 

21  revoked.". 

22  (b)  Eppectivb  Date. — The  amendment  made  by  sub- 

23  section  (a)  shall  become  effective  180  days  after  the  date  of 

24  enactment  of  this  Act. 
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1  SEC.  503.  REGISTRATION  OF  FX.OOR  TRADERS. 

2  The  Act  is  amended — 

3  (1)  in  sections  4f(l),  4g(l),  and  6d(l)  (7  U.S.C. 

4  6f{l),  6g(l),   lSa-2{l)),  by  striking  "or  floor  broker" 

5  and  inserting  "floor  broker,  or  floor  trader"; 

6  (2)  in  section  6d(8)(A)  {7  U.S.C.  13a-2(8)(A)),  by 

7  inserting  ",  floor  trader,"  after  "floor  broker"; 

8  (3)  in  section  8&(1),  (7  U.S.C.  12a(l)),  by  striking 

9  "and  floor  brokers"  and  inserting  "floor  brokers,  and 

10  floor  traders";  and 

11  (4)     in     secUons     8a(2)(C)(i),     8a(2)(D)ai),     and 

12  8a{3KE)(ii)  (7   U.S.C.    12a(2)(C)(i),    12a{2)(D)(ii),  and 

13  12a(3)(E)(ii)),  by  inserting  "floor  trader,"  after  "floor 

14  broker,". 

15  TITLE  VI— PENALTIES 

16  SEC.  601.  FRAUDULENT  TRANSACTIONS. 

17  The  first  paragraph  of  section  4b  (7  U.S.C.  6b)  is 

18  amended — 

19  (1)  by  striking  "or"  at  the  end  of  subparagraph 

20  (0); 

21  (2)  by  striking  the  period  at  the  end  of  subpara- 

22  graph  (D)  and  inserting  ";  or";  and 

33  (3)  by  adding  at  the  end  the  foUowing  new  sub- 

24  paragraph: 

25  "(E)  to  engage  in  any  transaction,  practice,  or 

26  course  of  business  that  operates  as  a  fraud  or  deceit  on 
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1  any  person,  or  to  employ  any  device,  scheme,  or  arti- 

2  fice  to  defraud  any  person.". 

3  SEC.  602.  LIABILITY  OFFUTUBES  COMMISSION  HBRCHANTS. 

4  Section  4d  (7  U.S.C.  6d)  is  amended— 

5  (1)  by  inserting  "(a)'!  after  the  section  designation; 

6  and 

7  (2)  by  adding  at  the  end  tfacr  following  new  sub- 

8  section: 

9  "(bKl)  In  any  action  brought  under  section  14(a)  or 

10  22(a),  or  under  procedures  proTided  by  a  contract,  market  or 

11  a  registered  futures  association  under  section  5a(ll)  or 

12  17(bKll).  if  such  action  arises  from  a  violation  in  the  making 

13  of  a  trade  or  execution  of  an  order  on  the  floor  or  subject  to 

14  the  rules  of  a  contract  market,  a  futures  commission  mer- 

15  chant  that  selected  or  contracted  with  a  floor  broker  (who  is 

16  not  an  employee  of  such  futures  commission  merchant)  to 

17  conduct  the  trade  or  execute  the  order  from  which  such  clum 

18  arose  shall  be  considered  the  principal  of  such  floor  broker, 

19  and  the  floor  broker  shall  be  considered  the  agent  of  such 

20  futures  commission  merchant,  if  both  the  floor  broker  and  the 

21  futures  commission  merchants  are  named  as  defendants  in 

22  such  action,  for  purposes  of  assessing — 

23  "(A)  any  award  of  damages  proximately  caused 

24  by  such  violation;  and 
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1  "(B)  if  such  futures  commission  merchant  willfully 

2  and  intentionally  failed  to  exercise  due  diligence  in  se- 

3  lecting  the  floor  broker  or  monitoring  the  execution  of 

4  the  customer  order  at  issue  in  such  action,  any  award 

5  of  punitive  or  exemplary  damages  based  on  such  claim. 

6  "(2)  Nothing  in  this  subsection  shall  affect  or  Umit  the 

7  liabihty  of  a  futures  commission  merchant  for  the  act,  omis- 

8  sion,  or  failure  of  an  employee  acting  for  such  futures  com- 

9  mission  merchant  pursuant  to  section  2(a)(lKA).". 

10  SEC  603.  aVlL  DAMAGES. 

11  (a)  Duties  of  Contbaot  Mabkets. — Section  5a(ll) 

12  (7  TJ.8.C.7a(ll))  is  amended— 

13  (1)  by  striking  "(i)"  and  inserting  "(A)"; 

14  (2)  by  striking  "voluntary  and  (ii)"  and  inserting 

15  "voluntary,  (B)";  and 

16  (3)  by  inserting  after  "market"  the  following:  ", 

17  and  (C)  in  the  case  of  a  claim  arismg  from  a  violation 

18  in  the  making  of  a  trade  or  the  execution  of  an  order 

19  on  the  floor  or  subject  to  the  rules  of  a  contract 
30  market,  such  procedure  sh^  provide,  to  the  extent  ap- 

21  propriate,  for  payment  to  a  customer  of  punitive  or  ex- 

22  emplary   damages   in   addition   to   losses   proximately 

23  caused  by  the  violation". 

24  (b)  Complaints  Against  Begistebed  Fbbsons. — 

25  Section    14(s)  (7    U.S.C.    18(a))  is   amended  by  striking 
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1  "awarding  actual  damages  proximately  caused  by  such  viola- 

2  tion"  and  inserting  "awarding — 

3  "(1)  actual  damages  proximately  caused  by  such 

4  violation;  and 

5  "(2)  in  the  case  of  any  aetion  arising  from  a  will- 

6  ful  and  intentional  violation  involving  the  making  of  a 

7  trade  or  execution  of  an  order  on  the  floor  or  subject  to 

8  the  rules  of  a  contract  market,  punitive  or  exemplary 

9  damages  equal  to  no  more  than  two  times  the  amount 

10  of  such  actual  damages". 

11  (c)  Reoistbbed  Futubbs  Associations. — Section 

12  17(bX10)  is  amended— 

13  (1)  by  striking  "(i)"  and  insertmg  "(A)"; 

14  {2)  by  striking  "voluntary  and  (ii)"  and  inserting 

15  "voluntary,  (B)";  and 

16  (3)  by  inserting  after  "market"  the  following:  ", 

17  and  (C)  in  the  case  of  a  claim  arising  from  a  violation 

18  in  the  making  of  a  trade  or  the  execution  of  an  order 

19  on  the  floor  or  subject  to  the  rules  of  a  contract 

20  market,  such  procedure  shall  provide,  to  the  extent  ap- 

21  propriate,  for  payment  to  a  customer  of  punitive  or  ex- 

22  emplaiy  damages  in  addition  to  losses  proximately 
33  caused  by  the  violation". 
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1  (d)  Pbivatb  Rights  op  Action. — Section  22(a)  (7 

2  U.S.C.  25(a))  is  amended  by  adding  at  the  end  die  following 

3  new  paragraph: 

4  "(3)  In  any  action  arising  from  a  willful  and  intentional 

5  violation  in  the  making  of  a  trade  or  execution  of  an  order  on 

6  the  floor  or  subject  to  the  rules  of  a  contract  market,  the 

7  person  referred  to  in  paragraph  (1)  shall  be  liable  for — 

8  "(A)  actual  damages  proximately  caused  by  such 

9  violation;  and 

10  "(B)  punitive  or  exemplary  damages  equal  to  no 

11  more   than   two   times    the   amount  of  such  actual 

12  damages.". 

13  SEC.  604.  CUSTOMER  RESTITUTION. 

14  The  tenth  sentence  of  section  6(b)  (7  U.S.C.  9)  is 

15  amended — 

16  (1)  by  inserting  "(1)"  after  "may"  the  first  place 

17  it  appears; 

18  (2)  by  striking  "and,  if'  and  inserting  "(2)  if'; 

19  (3)   by    striking    "may    suspend"    and   inserting 
20 


(4)  by  striking  "and  may"  and  inserting  "(3)"; 
and 

(5)  by  inserting  before  the  period  the  following: 
"and  (4)  require  restitution  t«  customers  of  damages 
proximately  caused  by  such  violation". 
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1  SEC.  606.  INCREASED  PENALTIES. 

2  (a)  In  Qenebal.— Sections  6(b),  6(c),  and  9  (7  U.S.C. 

3  9,  13b,  and  13)  are  each  amended  by  striking  "$100,000" 

4  each  place  it  appears  and  inserting  "tlie  higher  of  $100,000 

5  or  triple  the  monetary  gain  to  such  person". 

6  (b)  NONENFOBCEUENT  OF  RULES  OF  OOTEBNHENT 

7  OE  Othee  Violations.— Section  6b  (7  U.S.C.   138^  is 

8  amended — 

9  {!)  by  striking  "$100,000"  each-^aoe  it  appeals 

10  and  inserting  "$60efOOO";  and 

11  (2)  in  the  last  sentence,  by  striking  "the  appropri- 

12  ateness  of  such  penalty  to  the  net  worth  of  the  offrndr 

13  ing  person  and". 

14  SEC.  60S.  ASSESSMENT  OF  HONEY  PENALTIES  COLLECTION 

15  OF  PENALTIES. 

16  Subsection  (d)  of  section  6  (7  U.S.C,  9&)  is  amended  to 

17  read  as  follows: 

18  "(d)(1)  In  4etenninmg  the  amoHotof  the  nvmey  penalty 

19  assessed  under  subsection  (b),  the  Commission  shall  consider 

20  the  appropriateness  of  such  penalty  to  the  gravity  of  the 

21  violation. 

22  "(2)(A)  Except  as  provided  in  subparagraphs  (B)  and 

23  (C),  if  a  nHHiey  penalty  is  assessed  against  a  person  under 

24  subsection  (b),  such  person  shall  beginning  15  days  after  such 

25  assessment — 
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1  "(i)  be  prohibited  automatically  from  trading  on 

2  all  contract  markets;  and 

3  "(ii)  if  the  person  is  registered  with  the  Commis- 

4  sion,  be  suspended  automatically, 

5  until  such  person  shows  to  the  satisfactioD  of  the  Conunission 

6  that  payment  of  such  amount,  with  interest  on  such  payment 

7  to  the  date  of  payment,  has  been  made. 

8  "(B)  Subparagraph  (A)  shall  not  apply  if  the  person  on 

9  whom  the  penal^  is  assessed  shows  to  the  satisfaction  of  the 

10  Commission,  within  15  days  from  the  ezpiratioD  of  the  period 

1 1  allowed  for  payment  of  such  penalty,  that — 

12  "(i)  an  appeal  as  authorized  by  subsection  (b)  has 

13  been  taien;  or 

14  "(ii)  payment  of  the  full  amount  of  the  penalty  has 

15  been  made. 

16  "(C)  If  on  appeal  the  Commission  prevails  or  if  the 

17  appeal  is  dismissed,  the  automatic  prohibition  against  trading 

18  and  suspension  of  registration  imposed  under  subparagraph 

19  (A)  shall  become  effective  on  the  expiration  of  30  days  from 

20  the  date  of  judgment  on  the  appeal. 

21  "(3)  If  tbe  person  on  whom  a  money  penal^  is  imposed 

22  under  subsection  (b)  fails  to  pay  such  penalty  after  the  lapse 

23  of  the  period  allowed  for  appeal  or  after  the  afGrmanoe  of 

24  such  penalty,  the  Conunission  shall  refer  the  matter  to  the 
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1  Attorney  General  who  shall  recover  such  penalty  by  action  in 

2  the  appropriate  United  States  district  court.". 

3  SEC  607.  FALSE  INFORMATION  TO  SELF-REGULATORY  ORGA- 

4  NIZATIONS. 

5  Section  9  (7  U.S.C.  13)  is  amendedchpadding  at  the  end 

6  the  following  new  subsection: 

7  "^g)  It  shall  be  a  felony  punishable  by  a  Sue  of  not  more 

8  than  $100,000  or  unprisonment  fornot  more  than  5  years,  or 

9  both,  together  with  the  costs  of  prosecution,  for  any  person 

10  knowing  and  willfully  to  falsify,  conceal,  or  coyer  up  by  any 

11  trick,  scheme,  or  artiSce  a  material  fact,  make  any  false,  ficti- 

12  tious,  or  fraudulent  statements  or  representations,  or  make  or 

13  use  any  false  writing  or  document  knowing  the  same  to  con- 

14  tain  any  false,  fictitious,  or  fraudulent  statement  or  entry  to  a 

15  contract  market,  board  of  trade,  or  futures  association  desig- 

16  nated  or  registered  under  this  Act  acting  in  furtherance  of  its 

17  ofGcial  duties  under  this  Act.". 

18  SEC.   60S.   WILLFUL  VIOLATIONS;   FALSE   AND  MISLEADING 

19  STATEMENTS. 

20  Section  9  (7  U.S.C.  13)  (as  amended  by  section  607  of 

21  this  Act)  is  further  amended  by  adding  at  the  end  the  foilow- 

22  ing  new  subsection: 

23  "(h)  Any  person  who  willfully  violates  any  provision  of 

24  this  Act,  or  any  rule  or  regulation  thereunder  the  violation  of 

25  which  is  made  unlawful  or  the  observance  of  which  is  re- 
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1  quired  under  the  terms  of  this  Act,  or  any  person  who  willfiil- 

2  ly  and  knowingly  makes,  or  causes  to  be  made,  any  atate- 

3  ment  in  any  application,  report,  or  document  required  to  be 

4  filed  under  this  Act  or  any  rule  or  regulation  thereunder  or 

5  any  undertaking  contained  in  a  registration  statement  re- 

6  quired  under  this  Act,  or  by  any  contract  market  or  regis- 

7  tered  futures  association  in  connection  with  an  application  for 

8  membership  or  participation  therein  or  to  become  associated 

9  with  a  member  thereof,  which  statement  was  false  or  mis- 

10  leading  with  respect  to  any  material  fact,  shall  on  conviction 

11  be  fined  not  more  than  $500,000,  or  imprisoned  not  more 

12  than  5  years,  or  both,  except  that  no  person  shall  be  subject 

13  to  imprisonment  under  this  subsection  for  the  violation  of  any 

14  rule  or  regulation  if  the  person  proves  that  Uie  person  had  no 

15  knowledge  of  such  rule  or  regulation.". 

16  SEC.    609.    COMPLAINTS    AGAINST    REGISTERED    PERSONS; 

17  CLASS  ACTION  SUITS. 

18  Section  14(a)  (7  U.S.C.  18(a))  (as  amended  by  section 

19  603(b)  of  this  Act)  is  further  amended— 

20  (1)  by  redesignating  paragraphs  (1)  and  (2)  as  sub- 

21  paragraphs  (A)  and  (B),  respectively; 

22  (2)  by  inserting  "(1)"  after  the  subsection  designa- 

23  tion;  and 

24  (3)  by  adding  at  the  end  the  following  new  para- 

25  graph: 
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1  "(2KA)  An  action  may  be  brought  under  this  subsection 

2  by  any  one  or  more  persons  described  in  this  subsecticHi  for 

3  and  in  behalf  of  such  person  or  persons  and  other  persons 

4  similarly  situated,  if  the  Commission  permits  such  actions 

5  pursuant  to  a  final  rule  issued  by  the  Commission. - 

6  "(B)  Not  later  than  270  days  after  the  date  of  enact- 

7  ment  of  this  paragraph,  the  Commission  shall  propose  and 

8  publish  for  public  comment  such  rules  as  are  necessary  to 

9  carry  out  subparagraph  (A).  In  developing  such  rules,  the 

10  Commission  shall  consider  the  potential  impact  of  such  ac- 

1 1  tions  on  resources  available  to  the  reparations  system  estab- 

12  hshed  under  this  Act  and  the  relative  merits  of  bringing  such 

13  actions  in  Federal  court.". 

1 4  SEC  filO.  PENALTIES  STUDY  AND  GUIDELINEa 

15  (a)  Study. — The  Commodity  Futures  Trading  Commis- 

16  sion   shall   study   the   penalties   the   Commission  imposes 

17  against  persons  found  to  have  violated  the  Commodity  Ex- 

18  change  Act  (7  U.S.C.  1  et  aeq.)  and  the  penalties  imposed  by 

19  contract  markets  against  persons  found  to  have  violated  tbeir 

20  respective  rules  established  under  such  Act. 

21  (b)  Repobt. — Not  later  than  2  years  after  the  date  of 

22  enactment  of  this  Act,  the  Commission  shall  submit  to  the 

23  Committee  on  Agriculture  of  the  House  of  Representatives 

24  and  the  Committee  on  Agriculture,  Nutrition,  and  Forestry  of 
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1  the  Sen&tfl  a  report  that  describes  the  results  of  the  study 

2  conducted  under  subsection  (a).  The  report  shall — 

3  (1)  include  an  analygiB  of  whether  systematic  dif- 

4  ferences  exist  among  penalties  imposed  b;  various  con- 

5  tract  markets  for  sunilar  offenses,  and,  if  so,  the  causes 

6  of  such  differences; 

7  (2)  propose  industry-wide  guidelines  or  rules  to 

8  make  penalty  levels  among  exchanges  consutent,  in- 

9  eluding,  if  appropriate,  minimum  penalties  w  penalty 

10  ranges  for  various  offenses;  and 

11  (3)  propose  guidelines  or  rules  to  make  Gommis- 

12  sion  penalty  levels  consistent,  mcluding,  if  appropriate, 
IS  miniTiiiim    penalties    or    penalty    ranges    for    various 

14  offenses. 

15  TITLE  VII— ASSISTANCE  TO  FOR- 

16  EIGN  FUTURES  AUTHORITIES 

17  SBC  701.  DEFINITION  OF  FOREIGN  FUTURES  ArrHORITY. 

18  Section  2(a)(1)(A)  (7  U.S.C.  2,  4)  (as  amended  by  seo- 

19  tion  501  of  this  Act)  is  further  amended  by  adding  at  the  end 

20  the  following  new  sentence;  "The  term  'foreign  futures  ao- 

21  thority'  means  any  foreign  government,  or  any  department, 

22  agency,  governmental  body,  or  regulatory  organisation  em- 

23  powered  by  a  foreign  government  to  administer  or  enforce  a 

24  law,  rrde,  or  regulation  as  it  reUktes  to  a  futures  or  options 

25  matter,  or  any  department  or  agency  of  a  political  subdivisioa 
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1  of  a  foreign  government  empowered  to  administer  or  enforce 

2  a  law,  rule,  or  regulation  as  it  relates  to  &  futures  or  options 

3  matter.". 

4  SEC  702.  SUBPOENA  AUTHORirr. 

5  The  third  sentence  of  section  6(b)  (7  U.S.C.   15)  is 

6  amended — 

7  (1)  by  striking  "Act  and"  and  inserting  "Act,"; 

8  and 

9  (2)  by  striking  "Act,"  and  inserting  "Act,  and  for 

10  the  purpose  of  any  action  taken  under  section  12(g),". 

11  Sec.  703.  DISCLOSURE  BY  THE  COMMISSION  OF  INFORMA- 

12  HON    RECEIVED    FROM    FOREIGN    FUTURES 

13  AUTHORITIEa 

14  Section  8(b)  (7  U.S.C.  12(b))  is  amended  by  adding  at 

15  the  end  the  following  new  sentence:  "Nothing  in  Uiis  subsec- 

16  tion  shall  apply  to  the  disclosure  of  data  or  informatidii  ob- 

17  tuned  by  the  Commission  from  a  foreign  futures  authority.". 

18  SEC  T04.  DISCLOSURE  BY  THE  COMMISSION  OF  INFORMA- 

19  TION  TO  FOREIGN  FUTURES  AUTHORITIES. 

20  Section  8(e)  (7  U.S.C.  12(e))  is  amended— 

21  (1)  in  the  fifth  sentence — 

22  (A)  by  inserliBg  after  "jurisdiction,"  the  first 

23  pUce  it  appears  the  foUowing:  "any-  f(H-ei^  fu- 

24  tures  authority,";  and 
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1  (B)  by  inserting  after  "such"  the  following: 

2  "foreign  futures  authority,";  and 

3  (2)  in  the  lost  sentence — 

4  (A)  by  insertiiig  after  "information  to  a"  the 

5  following:  "foreign  futures  authori^  or  to  a"; 

6  (B)  by  inserting  after  "disclosed  by  such"  the 

7  following:  "forei^  futures  authority,";  and 

8  (C)  by  inserting  after  "or  agency  thereof 

9  the  following:  "or  foreign  futures  B,uthority". 

10  SEC  706.  COOPERATION  WITH  FOREIGN  FUTURES  AUTHORI- 

11  TIES. 

12  Section  12(a)  (7  U.S.C.  16(a))  is  amended  by  inserting 

13  after  "thereof,"  die  following:  "any  foreign  futures  authori^, 

14  any  department  or  agency  of  a  foreign  government  or  politi- 

15  col  subdivision  thereof,". 

16  SBC  TH.  INVESTIGATIVE  ASSISTANCE  TO  FOREIGN  FUTURES 

17  AUTHORITIES. 

IS  Section  12  (7  U.S.C.  16)  is  amended  by  &dding  at  the 

19  end  the  following  new  subsection: 

20  "(fKl)  On  request  from  a  foreign  futures  authority,  the 

21  Commission  may,  in  its  discretion,  provide  assistance  m  ac- 

22  cordance  with  this  section  if  the  requesting  authority  states 

23  that  the  requesting  authority  is  conducting  an  investigation 

24  that  it  considers  necessary  to  determine  whether  any  person 

25  has  violated,  is  violating,  or  is  about  to  violate  any  law,  rule, 
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1  or  regulation  relitting  to  a  futnes  tir  options  matter  that  the 

2  requesting  authority  adnunuters' or  enferaes. 

3  "(2)  The  Conuniasion  may  conduct  such  investigation  as 

4  the  CcHmnisBioD  considers  necessary  to  collect  information 

5  and  £vid«B£frpertinent  to  the  request  for  assistance. 

6  "(3)  Such  assistance  may  be  provided  without  regard  to 

7  whether  the  facts  stated  in  the  request  would  also  constitute 

8  a  violation  of  a  law  of  the  United  States. 

9  "(4)  In  deciding  whether  to  provide  aaeistuice  under 
IQ  this  subsection,  the  Commission  shaU  consider  whether — 

11  "(A)  the  requesth^  aotbority  has  agreed  to  pro- 

12  vide  T«ciprooal  asn^ance.to  the-CtmuiMnea  in  futures 

13  and  options  matters;  and 

14  "(B)  compliance  with  the  request  would  prejudice 

15  the  pubUc  mterest  of  the  United  States.". 

16  SEC.  TttT.  PAYBIENTS  FROM  FOREIGN  FDTURES  AUTHOKETKai 

17  Secticu  12  (7  U.S.C.  16)  (as  amended  by  aection-706  <^- 

18  this  Act)  is  further  amended  by  adding  at  the  end  the  follow^ 

19  ing  new  section: 

20  "(g)  Notwithstandii^  any  other  provision  (A  law,  the 

21  Commission  may  aeeept  payment  and  reimbursement,  in  cash 

22  or  in  kind,  fnm  a  foreign  futures  autlKKity,  or  made  (m  bdialf 

23  of  such  authority,  for  neeessary  expenses  incurred  by  the 

24  Commission  (including  its  members  and  employees)  in  carry- 

25  ing  out  any  investigatieB  eoodueted  pursuant  to  this  section 
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1  or  in  providiiig  any  other  aBsistance  to  a  foreign  fatuies  au- 

2  tfaority.  Any  payment  or  reimbursement  accepted  under  this 

3  subsection  shall  be  considered  a  reimbursement  to  the  i^pro- 

4  priated  funds  of  the  Conunisdon.". 

5  TITLE  VIII— GENERAL 

6  PROVISIONS 

7  SEC  SOI.  EimCS  TRAINING  FOR  REGISTRANTS. 

8  (a)  Mandatobt  Tbainino  fob  Rboibtkants. — Sec- 

9  tion  4p  (7  U.S.C.  6p)  is  amended— 

10  (1)  by  inserting  "(a)"  after  the  section  designation; 

11  and 

12  <2)  by  adding  at  the  end  the  following  new  sub- 

13  section: 

14  "(b)  The  Commission  shall  issue  regulations  to  require 

15  new  registrants,  within  6  months  after  receiving  such  regis- 

16  tration,  to  attend  a  truning  session,  and  all  other  registrants 

17  to  attend  periodic  training  sessions,  to  ensure  that  registrants 

18  understand  their  responsibilities  to  the  public  under  this  Act, 
10  including  responsibilities  to  observe  just  and  equit^le  princi- 

20  pies  of  trade,  any  rule  or  regulation  of  the  Commission,  any 

21  rule  ol  any  appropriate  contract  market,  roistered  futures 

22  association,  or  other  self-regulatory  orgmiization,  or  any 

23  other  applicable  Federal  or  State  law,  rule,  or  regulation.". 

24  (b)  Regulations. — The  Commodity  Futures  Trading 

25  Commission  shall  issue  the  regulations  required  by  section 
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1  4p(b)  of  the  Cmnmodity  Ezctunge  Act  (as  added  by  subsec- 

2  tion  (a)  of  this  section)  no  later  than  270  days  after  the  date 

3  of  enactment  of  this  Act. 

4  SEC.  802.  UNDERCOVER  OPERATIONS  AND  ENFORCEMENT. 

5  Section  8<a)  (7  U.S.G.  12(a))  is  amended— 

6  (I)  by  designattng  the  first  and  second  sentences 

7  as  paragraphs  (1)  and  (2),  respectively;  and 

8  (2)  by  adding  at  the  end  the  following  new  para- 

9  graph: 

10  "(SKA)  Notwithstanding  sectbns  2(aK7)  and  9(d)  of  this 

11  Act,  section  5945  of  title  5,  United  States  Code,  Becti<His 

12  1341,  3302(b),  and  9102  oi  title  31  of  such  Oode,  and  sec- 

13  tions  254  and  255  of  title  41  of  such  Code,  the  Commission 

14  may,  by  order,  authorize  specified  employees  to  conduct  un- 

15  dercover  investigations  where  the  Gonunission  has  reason  to 

16  believe  that  violations  of  this  Act  may  have  occuired,  may  be 

17  occiuTing,  or  may  be  about  t«  occur  to  ascertun  whether 

18  proceedings  under  this  Act  wiUi  respect  to  such  violations  are 

19  appropriate. 

20  "(B)  The  Commission  shall  notify  Uie  Attorney  General 

21  and  other  appropriate  Federal  or  State  law  enforcement  ofG- 

22  ciab  before  initiating  an  investigiUion  under  this  paragraph. 

23  The  Commission  shall  not  adopt  an  order  under  subpara- 

24  graph  (A)  unless  the  Conunission  has  first  made  a  request  to 

25  the  Attorney  General  that  the  Attorney  General  conduct  the 
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1  proposed  undercover  investig&tion  and  the  Attoraey  General 

2  has  declined  to  do  so. 

3  "(C)  In  conducting  such  investigations,  tfie  Commission 

4  may  coordinate  with  and  seek  the  asaistance  of  other  Federal 

5  or  State  law  enforcement  authorities,  contract  markets,  reg- 

6  istrants,  or  other  private  parties  as  the  Commission  considers 

7  appropriate. 

8  "(D)  During  the  conduct  of  an  investigation  under  this 

9  paragraph,  the  employees  conducting  such  investigation,  shall 

10  report  to  the  Chairman  of  the  Conunission  no  less  than  once 

11  every  90  days  on  the  progress  of  such  investigation. 

12  "(E)  A  ConmiisBion  employee  who  participates  in  a  vio- 

13  lation  of  this  Act  in  the  course  and  as  a  necessary  element  of 

14  ui  undercover  investigation  authorized  under  this  parn^aph 

15  shall  not  be  liable  in  any  action  or  proceeding  arising  from 

16  such  violation. 

17  "(F)  The  Commission  shall  by  rule  adopt  proeedures 

18  governing  the  cmtduct  of  such  investigatiwis  that  are  similar 

19  to  guidelines  adopted  by  the  Attorney  General  for  the  c<m- 

20  duct  of  undercover  investigations.". 

21  SEC.  Ml.  ACCESS  BY  GAO  TO  INFORMATION  MAINTAINED  BY 

22  SELT-REGULATORT  ORGANIZATIONS. 

23  SecUon  8(i)  (7  U.S.C.  12(i»  is  unended— 

24  (1)  by  insertins  "(1)"  after  the  subsection  designa- 

25  tion; 


cibv  Google 


43 

1  (2)  by  striking  ",  except"  and  aH  that  follows 

2  through  the  period  at  the  end  of  the  subsection  and  in- 

3  setting  a  period;  and 

4  (3)  by  adding  at  the  end  the  following  new  para- 

5  graphs: 

6  "(2)  For  the  purpose  of  conducting  reviews  and  audits 

7  under  paragraph  (1),  the  Comptroller  General  and  any  duly 

8  authorized  representative  shall,  under  the  terms  and  condi- 

9  tions  applicable  to  the  Commission,  have  access  to  and  the 

10  right  to  examine  all  records  and  other  recorded  information, 

11  in  any  form,  and  to  examine  any  property  that  is  within  the 

12  possession  and  control  of  any  contract  market,  clearinghouse, 

13  or  registered  futures  association  within  the  jurisdiction  of  the 

14  CoQunisBion,  or  of  a  Snn  that  provides  computer  services  to 

15  such  self-regulatory  organization  or  the  Commission  to  the 

16  extent  the  records,  information  or  property  relate  to  such 

17  computer  services. 

18  "(3)  The  Comptroller  General  shall  maintain  the  same 

19  level  of  confidentiality  for  information  made  available  under 

20  this  paragraph  as  the  Commission.  OfGcers  and  employees  of 

21  the  General  Accounting  Office  shall  be  subject  to  the  same 

22  statutory  penalties  for  unauthorized  disclosure  or  use  as  offi- 

23  cers  and  employees  of  the  Commission. 

24  "(4)  The  Comptroller  General  shall  not  include  in  re- 

25  ports  data  and  information  that  would  separately  disclose  the 


cibv  Google 


1  business  transactions  or  market  positions  of  any  person  and 

2  trade  secrets  or  names  of  customers,  although  such  data  shall 

3  be  provided  on  request  by  any  committee  of  either  House  of 

4  Congress  acting  within  the  scope  of  its  jurisdiction. 

5  "(5)  The  Comptroller  General's  right  of  access  under 

6  this  section  shall  be  enforceable  pursuant  to  section  716  of 

7  title  31,  United  States  Code.". 

8  SEC.  804.  ENHANCEMENT  OF  REGISTRATION  REQUIREMENTS. 

9  (a)  Injunctions. — Clause  (ii)  of  section  8a(2KC)  (7 

10  U.S.C.  12a(2KC)(n))  is  amended  to  read  as  follows:  "(ii)  en- 

11  gaging  in  or  continuing  any  activity  where  such  activity  in- 

12  volves  embezzlement,  theft,  extortion,  fraud,  fraudulent  con- 

13  version,  misappropriation  of  funds,  securities  or  property,  for- 

14  gery,  counterfeiting,  false  pretenses,  bribery,  gambling,  or 

15  any  transaction  in  or  advice  concerning  contracts  of  sale  of  a 

16  commodity  for  future  delivery,  concerning  matters  subject  to 

17  Commission  regulation  under  section  4c  or  19,  or  coacemiDg 

18  securities". 

19  (b)     Cebtain      Violations     op     Law. — Section 

20  8a(2){D)(iv)  is  amended— 

21  (1)  by  inserting  "1001,"  after  "152,"; 

22  (2)  by  striking  "or"  after  "1342,"; 

23  (3)  by  inserting  "1503,  1623,  1961,  1962,  1963, 

24  or  2314,"  after  "1343,";  and 
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1  (4)  by  insertiiig  ",  or  section  7201  or  7206  of  the 

2  Internal  Revenue  Code  of  1986"  after  "Code". 

3  (c)  Otheb  Violations  op  Law. — Section  8a(2)(E)  is 

4  amended — 

5  (1)  by  striking  "by  any  court  of  competent  juris- 

6  diction,"  and  inserting  "in  a  proceeding  brought";  and 

7  (2)  in  clause  (i),  by  inserting  "chapter  96  of  title 

8  18  of  the  United  States  Code,"  after  "1977,". 

9  (d)  Reqibtbation  Revocation  Based  on  Inaccu- 

10  bate  Statements. — Section  8a(2)(G)  is  amended — 

11  (1)  by  striking  "subparagraphs  (A)  through  (F)  of 

12  this  paragraph,"  and  inserting  "this  paragraph  and 

13  paragraph  (3),"; 

14  (2)  by  striking  "material"  the  first  place  it  ap- 

15  pears  and  inserting  "materially";  and 

16  (3)  by  striking  "application"  and  inserting  "appli- 

17  cation  or  any  update  thereto". 

18  (e)      Gbnbbal      Felony      Convictions. — Section 

19  8a(3KD)  is  amended— 

20  (1)   by   mserting   "pleaded  guilty   to   or"    after 

21  "person"; 

22  (2)  by  inserting  a  comma  after  "section"  the  first 

23  place  it  appears; 

24  (3)  by  striking  "within  ten  years  preceding  the 

25  filing  of  the  application  or  at  any  time  thereafter,"; 
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1  (4)  by  striking",  including  a  felony";  and 

2  (5)  by  striking  ",  more  than"  and  inserting  "more 

3  than". 

4  (0  Special  Felony  CowviCTiONe.— Section  8a(3)(E) 

5  is  amended^ 

6  (1)  by  inserting   "pleaded  guilty  to   or"    after 

7  "person"; 

8  (2)  by  striking  "within  ten  years  preceding  the 

9  Sling  of  the  application  for  registration  or  at  any  time 

10  thereafter";  and 

11  (3)  in  clause  (iv),  by  inserting  ",  or  section  7203, 
12^  7204,  7205,  or  7207  of  the  Internal  RevenuffCode  of 

13  1986"  after  "Code". 

14  (g)  Rbgistbation  Denied  ob  Conditioned  Basei^ 

15  ON     Inaccurate     Statements. — Section     8a{3HCl)     is 

16  amended — 

17  (1)  by  striking  "material"  the  first-  jrfaoe  it  ap- 

18  pears  and  inserting  "materially"; 

19  (2)  by  striking  the  comma  after  "appUcation"; 

20  (3)  by  inserting  "or  any  update  thereto,"   after 

21  "appUcation"; 

22  (4)  by  striking  "thereunder,   or"  and  inserting 

23  "thereunder,";  and 

24  (5)  by  inserting  ",  or  in  any  registration  disqualifi- 

25  cation  proceeding"  after  "before  the  Commission". 
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1  (h)    Noh-Fbdebal    Cbiminal    Conduct. — Section 

2  8a(3)(H)  is  amended  by  inserting  ",  in  a  United  States  mili- 

3  tary  court,"  after  "Stat*  court". 

4  (i)  Existing  Rbstbictions  on  Mbmbbeships. — Sec- 

5  tion  8a(3)(J)  is  amended — 

6  (1)  by  striking  "or"  after  "association,"  tlie  first 

7  place  it  appears; 

8  (2)  by  inserting  "or  any  foreign  regulatory  body 

9  that  the  Commission  recognizes  as  having  a  compara- 

10  ble  regulatory  program,"  after  "organization,"  the  first 

11  place  it  appears; 

12  (3)    by    striking    "or"    after    "association,"    the 

13  second  place  it  appears;  and 

14  (4)  striking  "organization;"  and  inserting  "organi- 

15  zation,  or  foreign  regulatory  body;". 

16  SEC.  BOB.  HIRING  AND  COMPENSATION  AUTHORITY  OF  COH- 

17  MISSION. 

18  (a)  In  Genebal.— Section  12(b)  (7  U.S.C.   16(b))  is 

19  amended — 

20  (1)  by  designating  the  first  through  third  sentences 

21  as  paragraphs  (1)  through  (3),  respectively;  and 

22  (2)  by  adding  at  the  end  the  following: 

23  "(4)(A)  The  Commission  shall  fix  the  compensation  and 

24  number  of,  and  appoint  and  direct,  employees  of  the  Commis- 

25  sion.  Kates  of  basic  pay  for  employees  of  the  Commission 
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1  may  be  set  and  adjusted  by  the  CotnmisBion  without  regard 

2  to  the  provisions  of  chapter  51,  subchapters  HI  and  VlJJ  of 

3  chapter  53,  and  chapter  54  of  title  5,  United  States  Code. 

4  "(B)  The  Commission  may  provide  additional  compensa- 

5  tion  and  beneflts  to  employees  of  the  Commission  if  the  same 

6  type  of  compensation  or  beneBts  are  then  being  provided  by 

7  any  Federal  bank  regulatory  agency  or,  if  not  then  being  pro- 

8  vided,  could  be  provided  by  such  an  agency  under  applicable 

9  provisions  of-  law,  rule,  or  regulation.  In  setting  and  adjusting 

10  the  total  amount  of  compensation  and  beneflts  for  employees 

11  of  the  Commission,  the  Commission  shall  seek  to  maintain 

12  comparability  with  the  Federal  bank  regulatory  agencies.  For 

13  the  purpose  of  this  paragraph,  the  term  'Federal  bank  regula- 

14  tory  agency'  means  the  Board  of  Governors  of  the  Federal 

15  Reserve  System,  Uie  Offlce  of  the  Comptroller  of  the  Curren- 

16  cy,  the  Federal  Deposit  Insurance  Corporation,  the  Office  of 

17  Thrift  Supervision,  and  the  National  Credit  Union  Admiois- 

18  tration  Board.". 

19  (b)  Regulations. — The  Conunodity  Futures  Traing- 

20  Commission  shall  issue  and  submit  to  Congress  proposed  reg- 

21  ulations  to  carry  out  the  amendment  made  by  subsection  (a) 

22  of  this  section. 

23  (c)  Effective  Date. — Such  amendment  and  regula- 

24  tions  shall  become  effective  30  legislative  days  or  90  calendar 
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1  days,  whichever  is  later,  alter  submission  of  such  regulations 

2  to  Congress. 

3  SEC.  806.  SERVICE  FEES. 

4  (a)  In  Geneeal. — Section  12  (7  U.S.C.  16)  (as  amend- 

5  ed  by  sections  706  and  707  of  this  Act)  ia  further  amended  by 

6  adding  at  the  end  the  following  new  subsection: 

7  "{h)(l)  Notwithstanding  any  other  provision  of  laW,  the 

8  Conunisaion  shall  promulgate,  after  notice  and  opportunity 

9  for  hearing,  a  schedule  of  appropriate  fees  to  he  charged  for 

10  services  rendered  and  activities  and  functions  performed  by 

11  the  Commission  in  conjunction  with  its  administration  and 

12  enforcement  of  this  Act. 

13  "(2)  Such  fees  shall  reflect  the  cost  to  the  Commission 

14  of— 

15  "(A)  monitoring  trading  on  the  floors  of  designat- 

16  ed  contract  markets  to  prevent  and  deter  violations  ol 

17  this  Act; 

18  "(B)  supervising  contract  markets,  futures  associa- 

19  tions,  leverage  transaction  merchants,  and  other  regis- 

20  trants  to  ensure  compliance  with  self-regulatory  stand- 

21  ards  established  under  this  Act; 

22  "(C)    analyzing    and    designating    new    futures, 

23  option,  or  leverage  contracts;  and 

24  "(D)  such  other  services,  activities,  and  hmctions 

25  as  the  Commission  finds  appropriate  for  such  fees. 
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1  "(3)  In  promulgating  a  schedule  of  appnpiute  fees 

2  under  this  subsection  to  be  assessed  agfunst  persons  -beneftt- 

3  ing  from  services  rendered  or  activities  performed  by  the 

4  Conunission,  the  Conunission  may  consider  phasing  in  any 

5  new  or  increased  fees.  In  making  such  determination,  the 

6  Commission  shall  consider  (A)  the  immediate  impact  on  the 

7  Federal  budget  of  increasing  the  size  and  scope  of  the  Com- 

8  missio*,  and  (B)  the  burden  of  other  reasonable  costs  being 

9  borne  by  such  persons  for  purposes  of  aueb  persons  coming 

10  into  compliance  with  the  standards  of  section  5a(13).". 

11  (b)  CoNFOBHiNO  Amendment. — Section  26  of  the  Fu- 

12  tures  Trading  Act  of  1978  (7  U.S.C.  16a)  is  repealed. 

13  SEC.  807.  APPEALS  BY  REGISTERED  FUTURES  ASSOCUTION8. 

14  Section  17(iK4)  (7  U.S.C.  2HiK4))  is  amended  by  strik- 

15  ing  "(other  than  a  registered  futures  association)". 

16  SEC.  80S.  TELEMARKETING  FRAUD. 

17  Section  17  (7  U.S.C.  21)  is  amended  by  adding  at  the 

18  end  the  following  new  subsection: 

19  "(r)  Each  futures  association  registered  under  this  seo- 

20  tion  shall,  subject  to  the  api«x>val  of  the  Conmiission  pursu- 

21  ant  to  subsection  (j),  adopt  a  rule- specifying  the  facton  it  wiU 

22  consider  in  determining  whether  to  issue  a  summuy  member 

23  respimsibility  action  or  other  disciplinary  action  to  require  a 

24  member  to  adopt  special  supervisory  procedures  relating  to 

25  telephone  solicitations  for  new  futures  or  options  customer 
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1  accounts.  Such  procedures  shall  require  at  a  minimum  that, 

2  with  respect  to  an  individual  with  no  previous  futures  or  op- 

3  tions  trading  experience  who  was  solicited  by  telephone,  the 

4  member  may  not  enter  any  order  for  such  individual  for  a 

5  period  of  not  less  than  3  days  after  the  individual  signs  the 

6  required  acknowledgment  of  receipt  of  the  applicable  risk  dis- 

7  closure  statement.". 

8  SEC  S09.  VENUE;  SERVICE  OF  PROCESS. 

9  Section  22(c)  (7  U.S.C.  25(c))  is  amended  by  adding  at 

10  the  end  the  following  new  sentences:  "Any  action  brought 

1 1  under  subsection  (a)  may  be  brought  in  any  district  in  which 

12  the  defendant  is  found  or  is  an  inhabitant  or  transacts  buai- 

13  ness,  or  in  the  district  in  which  any  act  or  transaction  consti- 

14  tuting  the  violation  occurred.  Process  in  such  action  may  be 

15  served  in  any  district  of  which  the  defendant  is  an  inhabitant 

16  or  wherever  the  defendant  may  be  found.". 

17  SEC.  810.  STUDY  OF  DEUVERY  POINTS  FOR  AGRICULTURAL 

18  COMMODITY  CONTRACTS. 

19  (a)  Study. — The  Comptroller  General  of  fee  United 

20  States  shall  conduct  a  study  of  the  provision  for,  and  func- 

21  tioning  of,  delivery  points  regarding  contracts  of  sale  for 

22  future  delivery  of  any  agricultural  commodity  to  determine 

23  whether  the  objectives  of  section  5a(10)  of  the  Commodity 

24  Exchange  Act  (7  U.S.C.  7a(10))  are  being  achieved.  The 

25  study  shall  also  examine — 


cibv  Google 


1  (1)  whether  the  objectives  of  such  Act  relative  to 

2  such  delivery  points  need  to  be  revised; 

S  (2)  whether  the  avtulability  and  adequacy  of  stor- 

4  age  facilities  for  a^cultural  commodities  at  such  deliv- 

5  ery  points  affect  prices; 

6  (3)  whether  the  number,  accessibility,  and  volume 

7  of  storage  facOities  at  such  delivery  points  contribute  to 

8  consistency  and  reasonableness  in  price  discovery  in 

9  the  contract  market; 

10  (4)  whether  a  system  of  delivery  in  cash  under 

11  such  contracts  of  sale  for  future  delivery  would  be  fea- 

12  sible  and  would  further  the  public  interest  in  hedging 

13  and  price  basing  for  agricultural  commodities; 

14  (5)  whether  special  concerns  about  the  adequacy 

15  of  deUvery  are  raised  by  the  participation  in  such  con- 

16  tracts  of  international  corporations  whose  commercial 

17  needs  for  physical  commoditiea  may  be  global;  and 

18  (6)   such   other  issues   relating  to   such   delivery 

19  points  as  the  Comptroller  General  determines  relevant 

20  to  the  efficient  operation  and  improvement  of  contract 

21  markets  for  agricultural  commodities. 

22  (b)  Repobt. — Not  later  tiian  1  year  after  the  date  of 

23  enactment  of  this  Act,  the  Comptroller  General  shall  submit 

24  to  the  Committee  on  Agriculture  of  the  House  oHtepresenta- 

25  lives  and  the  Committee  on^  Agriculture,  Nutrition,  and  J'or- 
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1\  estry  of  the  Senate  a  report  conttuning  the  results  of  the 

2  study  conducted  under  subsection  (a),  together  with  any  &p- 

3  propriate  recommendations. 

4  TITLE  IX— EFFECTIVE  DATE 

5  SEC.  901.  EFFECTIVE  DATE. 

6  Except  as  otherwise  provided  in  this  Act,  this  Act  and 

7  the  amendments  made  by  this  Act  shaU  become  effective  on 

8  the  date  of  enactment  of  this  Act. 
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